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Preface 


It may have been the crisis or a natural evolution, but all over the world a growing 
number of people look at trading the markets as a second job in addition to their 
first one, or even as a full-time job if they should have lost the first one. They 
perhaps may have no other alternative, due to their age, or they may have been 
attracted to this activity by the circumstance that trading the markets implies 
freedom, in particular it does not involve commuting every morning and night, or 
having a boss that one not always esteems but whose orders have to be fulfilled 
and so on. 

Thus a growing number of people spend part of their time—not necessarily the 
most part—in front of a PC, connecting to the platform of their broker online, and 
they buy and sell in the world markets assets of the most different kinds: gold, oil, 
shares, bonds, and so forth. 

Once upon a time, when the markets crashed, this was a reason to stay awake in 
the night because the common Joe knew only how to long the markets; the short 
positions were badly understood and in some cases it was difficult to realize them in 
practice. Today there is no problem to short almost any class of assets; therefore 
half of the main reasons why people once lost money—.e., the necessity of markets 
going up and not down—has disappeared. 

Being long or short is indifferent to the trader today; he has only one problem 
(clearly not at all trivial): being on the right side of the market. 

Another reason why not many years ago it was difficult to trade the markets for a 
person that had a regular job was that when he had time to do that—i.e., after the 
regular job—the markets were closed. Today also this obstacle has been removed: 
many markets—albeit in some cases foreign markets'—are open until late in the 
night, not to mention the Forex, which practically is always open. 


‘But where at least the most popular of the domestic securities are normally traded. 


vii 
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The third reason why not much time ago it was difficult to trade the markets for 
the common Joe was that in many cases one had to use a substantial amount of 
money, but also this obstacle has been removed, as today almost any asset can be 
traded using the leverage effect, i.e., owning only part (the margin) of the total sum, 
and having financed by the broker the remaining part. 

Is it that simple? 

Not at all. 

If one does not study thoroughly the matter, if he does not make much paper 
trading before using real money, and if he does not accumulate knowledge and 
experience, the capital employed may be small, but it will be lost with 100% 
probability. 

The reason is that, in trading the markets, the probabilities are against you, and 
not the converse. 

This is the situation: 


We are: The market: 
Goes up Moves sideways Goes down 
Long Ф ES 22 
Stay by the sidelines - = z 
Short - = Ф 


As you can see, if you do not have a method, the favorable cases аге опу 2 out of 
9 with a probability of success of only 2/9=22%, which is very low. 

This is the reason why most of the newcomers lose money: because they do not 
have a method and therefore are a prey of the probabilities. 

Having a method means to possess a protocol, i.e., a consistent investment 
procedure that specifies: 


* When and how to enter a position, and this is an answer that a so-called trading 
system must provide, formal (i.e., mathematically formalized) or informal 


* The maximum loss that one may accept to suffer, both from a psychological and 
a patrimonial point of view 


* The dollar dimension of the position that one may allow to take 


* When and how to exit a position, and this again is an information that is expected 
to be obtained from a trading system 


It is to guide you through the process of building this setup that this book has 
been written: to make you trade professionally, as today, in the markets as every- 
where else, there is no more room left for the improvisation. 

Many maintain that scalping, or fast trading anyhow, is pure talent and intuition. 

Not true. 

Any trading activity is 90% pure technique. 


Preface ix 


The process is as follows: 


* One builds and tests—on the many free platforms that are available on the 
internet —a trading system, i.e., a protocol that tells him when to be long or 
short or stay by the sidelines, based on a series of rules that the trader chooses 
according to his beliefs 


* When the trader is confident that the indications given by the trading system are 
reliable, its advices have to be followed blindly 


* Therefore the true brain effort resides in the design and in the test of the trading 
system; the rest follows slavishly 


Following the advices given in this book, it will be seen that there is no need for 
the trader to stay in front of the PC all the time, as the position he takes on the 
market is in a certain sense encapsulated, with a stop loss and a series of take profits 
that act automatically according to the rules dictated by the trading system and, 
most important of all, that protect the trader from himself, preventing him from the 
temptation not to follow the rules that he himself has proved to be consistent and 
successful. 

By now, part-time (and full-time) scalpers and day traders are countless on both 
the sides of the oceans. Their activity has even gained a nickname: 7/8, traders for а 
salary. 

Good luck then to the TfS newcomers and the veterans! 


Renato Di Lorenzo 


?ProRealTime is, in our opinion, the best one at the moment of writing and we will use mostly it. 
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Warnings 


In the development of the text many spreadsheets have been designed and used, and 
it may even be said that in a certain sense this is a multimedia book because such 
spreadsheets will be sent via e-mail, free of charge, to all those that will ask the 
author (renato.dilorenzol@gmail.com); in the request they shall enclose any proof 
of the purchase of this book: a snapshot of the receipt taken with the cellular phone, 
or whatever. 

The reader himself can use the spreadsheets by entering the yellow boxes with 
the data of the assets he is interested in and then reading the result of the calcula- 
tions in the other boxes. 

In addition to the spreadsheets, in this book also scripts (or codes) have been 
used that, if copied in the apposite space of a trading platform (in particular 
ProRealTime), will give the reader the possibility of using immediately the trading 
systems, the indicators, the screening system, and so forth. Also these scripts will be 
sent free of charge with the same e-mail as before, written on a Word page, so that 
one will be able to copy and paste them and so start trading immediately. Such 
scripts at the time of writing do work perfectly with ProRealTime platform version 
v8.1, but in the future some eventual changes in the platform may negatively 
impinge on their performance; in this case it is advisable to contact directly the 
Client Service at ProRealTime to get a solution. 

The number of instruments that are available today on the financial markets is 
very large and growing: shares, bonds, futures, options, and so forth. But technical 
analysis may be applied to a large extent to the time series of the market prices of 
anyone of them. So we need a unified name for all those instruments and we have 
chosen the words asset or security. If not otherwise stated, when using such words 
we will intend that the algorithms and the protocols we are illustrating can be 
applied identically to the time series of the market prices of all those instruments. 
Likewise the terms share or contract and the like will be used interchangeably 
without much rigor, being clear from the context what is intended. 
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Part I 


Chapter 1 
What We Are Talking About 


He who trades the markets usually does it for two different reasons: 


* Building his asset wealth 
* Earning a stable income (maybe an extra income) 


In the first case, one operates mostly in a daily perspective, i.e., making decisions 
by considering charts that are updated once a day (or maybe once a week, or more) 
usually using the closing price of the session. In this case, we say he is an adept of 
swing trading if his positions remain open for a few days or of position trading if his 
positions remain open for a longer period. 

In the second case, it is more likely that the trader's positions remain open for a 
period shorter that one single day, maybe a few minutes, and in this case we say he 
15 a scalper (in the few minutes case) or a day trader (in other cases). 

Scalpers and day traders usually do not want that their positions remain open 
overnight because during the night nobody is in control: the opening of the next 
session may be substantially different from the closure of the previous session, and 
even stops may be of no use as the opening price may be far lower (in the long case, 
or higher in the short case) than the stops themselves, making the loss much higher 
than expected. 

It must be said that the difference between a scalper and a day trader is only in 
attitude: a scalper is content of a very small profit but repeated many times a day, 
while the day trader tries to make substantially higher profits-per-trade. Obviously 
both of them will suffer also losses, larger losses-per-trade for the day trader and 
smaller losses-per-trade for the scalper, but to be successful both of them will 
obviously have to earn cumulated profits that are larger than the cumulated losses. 

Let's now stop for a minute and give another information: the meaning of the 
word sampling. 

Almost everybody today knows that the majority of the graphs on which 
technical analysis is based are of the candles type, as shown in Fig. 1.1. 

It is composed of figures (candles or Japanese candlesticks) as shown in Fig. 1.2. 

The large central part of the candle is named body and the two thin remaining 
parts are called shadows. When the body is white or void, the close is higher than 
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Fig. 1.1 Japanese candlesticks 
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Fig. 1.2 Candle 
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the open; the reverse is true when the body is black.’ The time that elapses from 
open to close is called sampling time or interval, or even time frame. In a daily 
graph the sampling time is | day, and such a graph will be used for swing trading or 
for position trading, while scalpers and day traders will use smaller time frames: 
15 min to 5 min or even smaller sampling intervals. 


! Today, with the Internet, of course the colors can be anything, but we will continue to use the 
same jargon: black and white. 


Сһар{ег 2 
Transaction Costs 


Introduction 


How much does it cost to buy and sell assets on the market? Such a cost is called 
transaction cost. 

In fast trading, as we shall see immediately, this is a key factor to pay attention 
to. 

Usually this cost is identified with commissions, which are the amount of money 
that the broker charges for performing your order, but the transaction costs are 
usually larger than commissions, and amount to the total loss that is incurred when 
buying and contemporarily selling the asset, divided by two. The difference is due 
to the spread between bid and ask. 

As a matter of fact, any asset at a certain moment has two prices: the highest 
price that a buyer is willing to pay for it (bid price) and the lowest price for which a 
seller is willing to sell it (ask price). Only when bid and ask are coincident, we have 
a deal. 

The difference between bid and ask is called bid—ask spread and is a cost that the 
trader pays in one form or another. This cost, divided by two, has to be added to 
commissions.' 

Scalping, as said, is a form of fast trading that tends to be content with many 
small profits, therefore making a lot of operations during the trading day. By one 
side the scalper tends to risk only limited amounts of money in each operation—in 
case he should be wrong—but each one of these operation incurs transaction costs 
that add up during the day. 

By the way, the scalper has to utilize only assets that are highly liquid, i.e., for 
which the volume of exchanges is substantial and constant during the day, because 
he has to know with certainty which is the price at which he is going to open and 


! Sometimes it is not even enough, because when using margin one has to include in the count also 
the interests that the broker charges. 
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close a position. For illiquid assets this is not so certain, because even small 
volumes thrown on the market all of a sudden may change instantly and substan- 
tially the bid and ask prices. 

Liquidity of an asset realizes another characteristic which is essential for the 
scalper: for liquid assets there is almost never a huge bid—ask spread, because the 
sellers and buyers willing to make a deal are so many. This means that the transaction 
cost for liquid assets are lower than those of illiquid ones, making it possible the 
performance of many operations without being strangled by the transaction costs that 
are adding up. 

As an example, currencies are considered the most liquid assets of all and the 
bid-ask spread is one of the smallest (ideally one-hundredth of a percent). Less 
liquid assets instead, such as small-cap stocks, may have spreads that are equivalent 
to 1% or 296 of the asset's value. 

Let's look better into a numerical example. 

Suppose you have 100,000€ on your account and suppose you want to buy a 
1,000,000€ contract, with the EUR/USD currency pair as the underlying. 

Suppose the margin required by the broker is 0.696. 


The margin that the broker will lock on your account therefore will be? 
0.696 x 1,000,000 — 6,000€. 


The remaining liquidity will be released and will be possible to invest it in other 
ways. 
It is said that a leverage of 


1,000, 000/6, 000 — 167 


has been used, which means that we are in control of a capital which is 167 times 
the amount of money that we have actually paid out. 

Suppose the bid price of the underlying is 1.2571 and the ask price is 1.2573, this 
means that if the scalper wants to be long the underlying, he will control 


1,000,000 x 1.2573 = 1,257,3008. 


On Forex (the market on which the currencies are traded), the contract is always 
denominated in the base currency, which is the first one of the pair: an EUR/USD 
contract will therefore be denominated in EUR. Analogously a 1,000,000 contract 
on USD/JPY cross will be a 1,000,000 USD contract, the corresponding amount in 
JPY being determined in accordance with the exchange rate of the moment. 

Suppose now that the scalper all of a sudden becomes aware that he is on the 
wrong side of the market and wants to close immediately the position. 


? See the Bid-Ask spreadsheet. 
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Suppose also that in the meantime the bid—ask spread has not changed. 
Then he will sell his 1,000,000€ contract and will get 


1,000, 000 x 1.2571 = 1,257, 100$ 
having lost 
1,257, 100 — 1, 257, 300 = 200$ 


only due to the bid—ask spread. 
The loss calculated in Euro will be? 


200/1.2571 = 159.10Е. 


It has to be noted that in this case the transaction costs reduce to 159.10€ because 
on Forex no commissions are charged by the brokers; on the other markets, to this 
cost the commissions should be added. 

The incidence of the transaction costs therefore is just 0.016% or, if you will, you 
can round it on the safe side to 0.02%. 

Take another example: suppose that the CFD* on the German Bourse index 
DAX quotes 6,079.07€ (bid price) and 6,082.08€ (ask price). If one buys a contract 
and immediately resells it because he has discovered that he his on the wrong side 
of the market, he loses 


6, 079.07 — 6, 082.08 = 3.01€, 


which means that the cost is 0.05%, slightly higher than that on Forex, but still 
modest. The margin that has to be paid is, say, 2.5%, i.e., 


2.596 x 152.01 — 6,082.08€ 


normally within the reach of many traders. 

Let's get a curiosity before continuing: what is the potential profit (or loss) that 
nests in the two instruments just considered? 

In the following, we will introduce the Average True Range (ATR) and learn 
how to calculate it. At the moment we need only to know that it is a kind of free 
zone within which the price of an asset can range without causing alarm or 
expectations whatsoever in the traders. If the price, in other words, fluctuates within 
a band wide as the ATR, you, for example, may not want to close the open position 
because these fluctuations are to be considered normal. However, as soon as the 


? As a matter of fact, the actual loss in euros will be computed at the end of the day. 


^ Contract for difference: a certificate representing an underlying and that usually has a transaction 
cost that reduces just to the bid—ask spread. 
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Table 2.1 Return 


Asset EUR/USD 
calculations - 
Bid 1.2571 
Ask 1.2573 
Spread 0.0002 
Value 1,000,000.00 EUR 
Cost 1,257,300.00 USD 
Revenue 1,257,100.00 USD 
Spread (200.00) USD —0.02% 
Spread (159.10) EUR 
Margin 0.60% 
Margin 6,000.00 EUR 
ATR 0.036 
Target price 1.2933 
Profit 36,000.00 600% 
Table 2.2 Return Asset Dax 
calculations = 
Bid 6,079.07 
Ask 6,082.08 
Spread 3.01 0.05% 
No. 1 
Spread (3.01) EUR 
Margin 2.50% 
Margin 152.05 EUR 
ATR 267.85 
Target price 6,349.93 
Profit 267.85 176% 


price leaves the free zone delimited by the ATR, it is recommended that you make a 


decision, because everything is no longer within the norm, so to say. 


The ATR is being presented on many sites and platforms, in particular on 


ProRealTime. 


Along with the other parameters introduced so far, the readings at the time of 
writing found on ProRealTime for the EUR/USD cross rate and the Dax are shown 


in Tables 2.1 and 2.2. 


As you can see, assuming that the market gives us reason, we may sell the 
position as soon as the price of the EUR/USD becomes 


1.2573 + 0.036 = 1.2933 


>In our case, since we have supposed to be long both on the EUR/USD and on the Dax, in both 
cases we may decide to sell and collect the profits or stop the losses. 
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Table 2.3 Return 


Asset Dax 
calculations - 
Bid 6,079.07 
Ask 6,082.08 
Spread 3.01 0.05% 
No. 40 
Spread (120.40) EUR 
Margin 2.50% 
Margin 6,082.08 EUR 
ATR 267.85 
Target price 6,349.93 
Profit 10,714.00 176% 


and the profit would be 
1.2933 x 1,000, 000 — 1,257, 300 = 36, 000$ 
ог 
36, 000/1.2573 = 28, 632.78€. 


The return is (remember that you have invested just the margin, not the whole 
size of the contract): 


28, 632.78/6, 000 = 477%. 


In the case of Dax, instead, assuming that the market gives us reason, we may 
sell the position as soon as the price is 


6.082, 08 + 267, 85 = 6.349, 93€ 


and the profit is 267,85€. 
The return is 


267.85/152.01 = 176%. 


You might think that the comparison between the EUR/USD currency pair and 
the Dax should be made on equal terms, i.e., using the same margins invested, but it 
is not so, because in these cases every count moves in proportion: the return on the 
Dax remains 176% also using 40 contracts and depositing a margin of 6,000€ 
(Table 2.3). 

What really determines the potential profit (or loss) is the amount of leverage 
used (see below) and the ATR. 

We'll talk about it; at the moment we note that using a contract on the EUR/USD 
currency pair, for everything that was said the risk of loss is (again) the ATR 
compared to the size of the contract, or about 28,600€ compared to the size of the 
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Table 2.4 Return 


Asset IBEX 35 
calculations - 
Bid 9,070.60 
Ask 9,078.70 
Spread 8.10 0.09% 
No. 1 
Spread (8.10) EUR 
Margin 2.50% 
Margin 226.97 EUR 
ATR 633.1 
Target price 9,711.80 
Profit or loss 633.10 279% 


contract, while working on 41 Dax contracts—i.e., paying out the same margin— 
you may lose about 11,000€: about one third. 

The choice between the two alternatives, as we will reiterate below, is almost 
always based on the profit potential (28,600€) and never on the loss (again 28,600€ 
in this case), but while making the choice you should always ask the question: can I 
bear, from a patrimonial point of view, or even psychologically, a loss of 28,600€? 
and one of 11,000€? and if I worked only one Dax contract and lose 267.85€, this 
may already be sufficient to make me stay awake in the night? If this is so... you 
somehow have to change your attitude: scalping cannot be for you, or however you 
should need seriously to think about the size of the positions that you can afford to 
take. 

I recommend: think about it. 

I want to tell you that not all CFDs on indices are equal. For example, the Madrid 
stock market index has the following parameters, which make it quite different 
from the Dax (Table 2.4). 

Let us return now on transaction costs by examining what happens with the 
shares. 

The fees charged by the Italian bank IWBank—among the cheapest we found 
online at the time of writing—on several Italian markets are shown in Table 2.5. 

These are commission rates of just under 0.2% with a minimum of 5€ and а 
maximum of 18€. So the variable portion is about four times what we found for the 
CFD with the DAX as underlying, and is a hundred times higher than that applied to 
the EUR/USD currency pair. Moreover, the fixed cost may be prohibitive for those 
who do not move large capitals. Keep in mind, among other things, that the 
difference between bid and ask also operates in this case, and therefore the spread 
between the two prices represents a cost that is added to the commissions, which, of 
course, are paid both when you buy and when you sell the securities. 

For example, Fiat in this moment quotes 8.36€ bid and 8.37€ ask. The spread is 
therefore 0.12%, the highest found so far in the examples we have done. Suppose 
then that you buy 1,000 Fiat shares. You will pay 


8.37 + 0.19996 x 8.37 = 8.37 + 0.0167 = 8.3867€ 
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Table 2.5 Commissions Sample of commissions on some Italian cash markets 


MTA 0.199% (min 5€, max 18€) 
SeDeX 0.199% (min 5€, max 18€) 
MOT e EUROMOT 0.199% (min 5€, max 18€) 
EuroTLX® 0.199% (min 5€, max 18€) 
Hi-mtf 0.199% (min 5€, max 18€) 


and in total 
0.0167 x 1,000 = 16.7€. 


As it is neither lower than 5€ nor higher than 18€, no other sum is paid. 
If the scalper realizes that he is wrong, he sells immediately 1,000 Fiat shares 
obtaining the bid price reduced by commissions: 


8.36 — 0.199% x 8.36 = 8.36 — 0.0166 = 8.3434. 


Again, the commission is neither lower than 5€ nor higher than 18€, and then 
again it applies as such. 
The loss is 


8.3434 — 8.3867 = —0.0433, 
which, multiplied by the 1,000 shares purchased, amounts to 
— 0.0433 x 1,000 = 43.3€. 
Since he has invested 
8.3867 x 1,000 = 8, 386.70€, 
the total cost amounts to 
43.3 /8, 386.70 = 0.52%. 


It is therefore a cost that is more than 5 times the one incurred when making a 
similar transaction with a CFD with the DAX as underlying and more than 32 times 
the one paid for the operation on the EUR/USD currency pair. 

By way of information only, the fees charged by the online Italian bank [WBank 
at the time of writing for operations on foreign markets are reproduced in Table 2.6; 
it is left to the reader to make some calculations on the actual charges that a scalper 
would incur in the case of a very fast succession of transactions. 

To these commissions, one has to add those charged on the currencies 
(Table 2.7). 
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Table 2.6 Commissions 
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Commissions applied to operations on foreign markets 


XETRA (Germany) 
Euronext—Paris (ex SBF) 
Euronext—Bruxelles (ex BEL) 
Euronext—Amsterdam (ex AMS) 
EUWAX (Germany) 

SWB Stutgart (Germany) 
NYSE—NASDAQ-—AMEX (USA) accounts in EUR 
NYSE—NASDAQ-—AMEX (USA) accounts in USD 
ATX (Austria) 

Chi-X (Europe) 

VirtX Zürich (Switzerland) 

HEX (Finland) 

KFX (Danemark) 

OBX (Norway) 

OMX (Sweden) 

LSE—Sets (UK) 

LSE—no Sets (UK) 

IBEX (Spain) 

BVL (Portugal) 

ТОХ (Ireland) 

ASE (Greece) 


0.199% (min 5€, max 18€) 

0.199% (min 15€, max 25€) 
0.199% (min 15€, max 25€) 
0.199% (min 15€, max 25€) 


0.19% (min 10€) 
0.19% (min 10€) 


10€ + 0.01€ per share 


10$ + 0.01$ per share 


0.15% (min 50€) 


0.199% (min 5€ max 18€) 


0.25% (min 15€) 
0.25% (min 15€) 
0.25% (min 15€) 
0.25% (min 15€) 
0.25% (min 15€) 
0.25% (min 15€) 
0.30% (min 50€) 
0.30% (min 100€) 
0.30% (min 100€) 
0.30% (min 100€) 
1.50% (min 100€) 


Commissions charged for phone orders: 
ASX (Australia) 

JPN (Japan) 

NASDAQ OTC 

Eurobonds (OTC) 


0.7% (min 30€) 
0.7% (min 30€) 
100€ 

0.199% (min 5€) 


Table 2.7 Commissions 


Commissions charged on currencies 


Currencies other than euros, account in euros 0.10% 


In general, therefore, in themselves the commissions charged on online stock 
orders are indeed very convenient when compared to the traditional operation at the 
branch office of the bank; however, it still remains almost prohibitive for those who 
practice scalping. 

In fact, returning to the 1,000 Fiat shares example, it is to be noted that 43€ per 
transaction (purchase and sale) may be a more than good profit for those who trade 
around 8,000€ via scalping. In other words the fees, while convenient in them- 
selves, almost certainly erode all scalpers’ profits. 

It would be advisable, therefore, that he who wants to work with shares would 
not think in terms of scalping or day trading, but in terms of swing trading or even 
position trading, i.e., he may need to keep the position open for a few weeks 


Introduction 15 


(swing trading) or even for a few months or years (position trading), in order to earn 
profits that can make negligible the effect of fees. 

The leverage effect (see below) can also be used with shares, because brokers 
today finance in part the positions virtually on the major part of the financial 
instruments. 

As regards the margins (i.e., the percentage of the total amount that you must 
possess to be able to do the operation), we have seen their orders of magnitude in 
the case of the Forex and the CFDs, but with shares the situation is more compli- 
cated. Usually brokers distinguish shares in classes according to their volatility: 
with those shares with high volatility the margin required may be up to 70%, while 
for those with low volatility it may be reduced to 13% or so. Only for a restricted 
class of securities you can get a margin of 5% only. In addition, short positions on 
shares are often made difficult, being forbidden, in some cases, to detain them 
overnight: in practice in these cases one is obliged to cover up within the day. 

Apart from this difficulty (not negligible at all), even from the standpoint of 
margins, shares are not convenient for scalpers and day traders, as it must be 
deposited an amount that at best is five times that for a CFD and eight times that 
for Forex. 

We complete now the picture on our 1,000 Fiat shares: the ATR at the time of 
writing amounts to 0.8608€, and then if the market proves we are right, we'll get at 
least a profit of 860.80€, which, compared to the margin (calculated at the rate of 
only 5%), gives a yield of 206%. This is the only note favorable to the fast trading of 
shares, because the performance, although one third of that calculated on the EUR/ 
USD currency pair, is a good 20 points higher than the one calculated on the CFD. 
However, this is only true when you succeed in obtaining a margin requirement of 
only 5%. Even for a large enough group of shares, CFDs are now made available by 
some brokers, and this may mitigate the problem of commissions too high for fast 
trading. 

The portfolio of shares available in the form of CFD is now sufficiently wide: 
there are some 6—7,000 stocks on 25 or so world stock markets. 

Although the commissions on CFDs are zero, there is still the bid/ask spread, of 
course, but the total cost amount to a few hundredths of a point, typically 0.10% (or, 
at least on the US markets, a few cents per share—regardless of the value of the 
share). 

It must be said, however, that many brokers charge on CFDs an additional fee if 
the amount handled is too small. As an example, the terms offered by Saxo Bank at 
the time of writing are shown in Table 2.8. 

As an example, the CFD having Fiat as an underlying, at the time of writing 
quotes 8,665 bid and 8,685 ask; so the situation is displayed in Table 2.9. 

The total cost of the transaction is therefore 0.43% versus 0.52% if the operation 
was done directly with the shares underlying. There is still approximately a 0.10% 
advantage, although the incidence of this cost is still much higher than that suffered 
with a CFD that has Bourse indices as underlying or, much better, currencies. 

A major advantage which can present CFDs with shares as underlying, com- 
pared with working directly with the shares, is that in the second case, as already 
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Table 2.9 Return 


Asset Fiat CFD 
calculations - 
Bid 8.665 
Ask 8.685 
Spread 0.02 0.23% 
No. 1,500 
Commissions bid 12.9975 
Commissions ask 13.0275 
Commissions bid 12.9975 
Commissions ask 13.0275 
Amount bid 12,984.50 
Amount ask 13,040.53 
Spread (56.03) —0.43% 
Margin 5.00% 
Margin 651.38 EUR 
ATR 0.8608 
Target price 9.55 
Profit or loss 1,291.20 198% 


mentioned, it is sometimes difficult or even impossible to carry out a short position 
overnight. 

The problem stems from the fact that if you go short on a share, the security is 
sold without owning it, and at the closure of the market at the end of the day the 
share must be delivered to those who bought it, thus there is only one way to do that: 
borrow the security, get it, pay the interests, deliver it to those who have bought it, 
and then remain indebted with those who have purchased it in your place. Then, 
when there are many short positions open, the broker has to borrow many 
securities—often difficult to find in quantity—and this greatly increases the load 
of interest paid for borrowing those same securities. This is why brokers usually ask 
to close short positions on shares at the end of the day. Some brokers, however, with 
CFDs that have shares as underlying, have solved the problem by asking customers 
to sign a clause that obliges them to bear the higher interest expenses paid to borrow 
the shares in days of tension. Customers who have chosen to accept this clause can 
then, even with a CFD, carry a short position in practice indefinitely. 

We must conclude by looking at the futures, the only other assets that generally 
have a much liquid market so that they can be effectively used to make scalping. 

Let us examine in particular the CAC 40, the index of the Paris Bourse. 

The typical characteristics of the contract with Saxo Bank, at the time of writing, 
are shown in Table 2.10. 

As you can see, unlike CFDs, futures have an expiration date and normally are 
listed three deadlines; at the time of writing: 18 June 2010, July 16, and August 20. 
At maturity, the contract is automatically liquidated for cash, so if you want to keep 
an open position you must remember to roll it over, that is to open a new contract 
for the next term; this warning, however, does not interest much the adepts of fast 
trading. 

The one shown above is a pretty big contract: it is worth ten times the index. 
Since at this time, the CAC 40 quotes 3,482.48 points, the contract is worth 
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Table 2.10 Contract characteristics 
CAC 40 Index(FCE) 


Tradable Expiry date Contract size 10 Index Minimum trade 1 

contracts 

FCEMO 18-Jun-2010 Exchange EUR PAR2 Trading hours Show schedule 
FCENO 16-Jul-2010 Tick size 0.5 Tick value 5 

FCEQO 20-Aug-2010 Initial margin 3,100 Maint. margin: 3,100 


Exchange fee EUR 0.27 Min. commission EUR 10 
Order types Market, 
limit 


Table 2.11 Return calculations 


Asset Fut. CAC 40 

Bid 34,819.80 

Ask 34,824.80 

Spread 5.00 0.01% 
No. 1 

Commissions bid 10.27 

Commissions ask 10.27 

Amount bid 34,809.53 

Amount ask 34,835.07 

Spread (25.54) —0.07% 
Margin 8.90% 

Margin 3,100.00 EUR 
ATR 193.58 

Target price 36,760.60 

Profit or loss 1,935.80 62% 


34,824.8€. The margin required by the broker is 3,100€, with a 10.27€ fee. We 
must also take into account the bid/ask spread, which in this case does never differ 
much from 1.00/0.50 points. 

This can be seen from the spreadsheet Bid—ask (Table 2.11). 

Therefore, also the future contract appears as a good candidate for scalping, 
because the spread is, even if only slightly, lower than that of the CFD. However, 
the future requires a margin which is almost 9% compared to 2.5% of the CFD. 
Curious—but this has nothing to do with the fact that we are using a futures or a 
CFD—is the low value of the ATR: the CAC 40 is clearly less volatile than the 
DAX, at least at the time of writing, and this has an impact on the size of the stop 
loss (see) and ultimately of the risk taken 

Even with regard to commodities both the futures and the CFDs do exist. 

In the case of the commodities, it is necessary to remember that, with regard to 
futures, at expire almost always it is contemplated the physical delivery of the 
goods: gold, oil, cocoa, bacon, etc., which means that you have to remember 
carefully to close the position or else you will be in trouble: you have to really 
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Table 2.12 Return Asset Gold 
calculations - 
Bid 1,214.50 
Ask 1,215.60 
Spread 1.10 0.09% 
No. 1 
Spread (1.10) USD 
Margin 10.00% 
Margin 121.50 USD 
ATR 44.605 
Target price 1,260.21 
Profit or loss 44.61 37% 


get the bacon to be delivered. This is not true for CFDs, which are recommended for 
those who so greatly love commodities. They are also recommended because the 
size of the contracts are tailored to the needs of the normal traders and not only of 
the professionals. 

At Saxo Bank, the CFD on gold at the time of writing quotes USD 1,214.50 bid 
and USD 1,215.60 ask; the margin requirement is USD 121.51. The spreadsheet 
bid-ask provides the results as shown in Table 2.12, which do not show any 
particular attraction with respect to other assets (indexes, etc.), unless you have 
strong convictions about the direction of the yellow metal (or oil or any other 
commodity), in which case, however, it is advisable to use swing trading (position 
kept open a few days or weeks) or even position trading (position kept open a few 
months), not fast trading. 

It should also be noted that some brokers, like Saxo Bank, offer the opportunity 
to use а CFD called Forex XAU/USD, which seems a currency... but it is gold, and 
that has an advantage over the CFD we have just shown: it has a bid/ask spread 
which is around USD 0.60/0.70 instead of 1.10. 

Now pay attention: into the cost of the transaction can enter other factors that 
depend on the different brokers, for example a fixed cost that is charged just to keep 
the account open. 

Another factor that we have not taken into account are the interests that are 
charged when using CFDs, although they are of modest amounts, at least at the time 
of writing. Typically the broker charges interest each night for long positions and 
pays interest on short positions. The reference rate is the London Interbank Bid Rate 
(LIBID), i.e., the interest rate at which the British banks take deposits in the 
international interbank market. The spread charged by brokers with respect to the 
1-month LIBID is typically a few percent on a year, typically 2.5% for short 
positions and 3% for long positions. So, should LIBID be for instance 5.00%, 
short positions would earn interest at 5.00%—2.50% = 2.50% rate per year and 
long positions would pay interest at 5.00% + 3.00% = 8.00% per year (to obtain 
daily interest this figures should be divided by 360). 

Let it be clear that if the LIBID should be very low, like 1%, even those who are 
short should pay interest (and not receive it) because 1.00%—2.50% = —1.50%. 
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Obviously, the interest that you receive and that you pay are charged only if the 
position remains open in the night: you do not receive or pay interest for positions 
opened and closed on the same day. 

Another thing you should know is that, as mentioned, often to the broker is not 
sufficient that you possess on your account only the amount of the margin: he 
requires that on your account there is more: typically twice the margin. So, if the 
margin requirement is 2.596, this is the amount that will be effectively blocked, but 
only after it has been established (electronically, of course) that at least 596 is 
present in the account. This procedure is in your best interest, as we will soon see. 

Inform yourself: the online contract terms are usually correct, but are sometimes 
complicated, if not obscure. Ask. Not all brokers are created equal. 

Another cost that has to be taken into account is the tax implications, which 
depend on your country, maybe your income, etc. Sometimes there is a stamp duty, 
most likely a capital gains tax—i.e., a tax on net earnings that you have earned— 
will be levied. Inform yourself. 

Perhaps, a general consideration regarding the choice of the asset to work with is 
appropriate. 

If you use technical tools (technical analysis, in essence) in a fast trading mood, 
it is almost irrelevant which is the underlying asset (gold, an index, a currency, etc.) 
as the fundamentals, which also affect that asset price in the medium and long term, 
do have minor—if any—influence when you make transactions that last for a few 
minutes or a day or even several days. It is true that the news may affect the prices 
even in an open session, but it is also true that there is no way to predict, as 
experience shows, what is the direction of the influence. And it is in fact a common 
experience, for example, that sometimes the increase in the unemployment rate has 
a positive effect on the bourses instead of the converse, maybe because expectations 
regarding inflation are lower. Markets are strange animals. What really matters, for 
those who love fast trading, are the technical characteristics of the asset, i.e., mainly 
the cost of the transaction, its volatility (mainly of the Chaikin type, as we will see), 
the ATR, and other technical indicators on which we will entertain ourselves. This 
is what really counts and that is what should guide our choices. 
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Let us talk a little about the Forex, which, from what we have seen, is the market of 
choice for fast trading. 

It is very simple to calculate the gains and the losses on the Forex: the unit of 
measurement is called the pip (percentage in point), which is the smallest price 
movement that can make a currency pair quotation. 

In the majority of the currency pairs, the quote is indicated by 5 numbers: 


EUR/USD: 1.5647 
USD/JPY : 122.23 


In the first case (EUR/USD), if the quote should rise from 1.5647 to 1.5677, we 
would say that it has risen by 30 pips. If it would fall from 1.5647 to 1.5627, we 
would say that it has fallen by 20 pips. All very simple. This makes it easy to 
calculate profits and losses: in a position of 100,000 on the EUR/USD cross, a 
change of 30 pips is equivalent to 


100, 000 x 0.0030 = 300$ 


In essence, then, the Forex pip is the minimum unit of measurement taken into 
account in the quotes over the Forex market: namely 1 pip is equal to 0.0001, 2 pips 
to 0.0002, 3 pips to 0.0003, etc. 

Also the spread between bid and ask is expressed in pips. A good spread consists 
of 1 or 2 pips only, but remember that it depends on the currency pair, and that it is 
always advisable that at the beginning you choose a currency pair which has a very 
small spread. 

In Fig. 3.1, the spread in pips is inserted into the small rectangle across the larger 
squares representing the bid and the ask prices. 

At the time of writing the EUR/USD cross rate at Saxo Bank then has a spread of 
2 pips, but the EUR/SEK cross rate has more than a 60 pips difference between bid 
and ask; if your goal is, for example, earning 10 pips, you realize that with the 
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Fig. 3.1 Bid/ask spread for different currency pairs. Source: Saxo Bank 


EUR/SEK cross rate you are starting on the wrong foot, because the quote should 
move at least 70 pips, while 12 pips are enough on the EUR/USD currency pair. 

The /ot is the unit that is used to measure the size of the transactions on Forex. 

The size of a standard contract is 100,000 units of the base currency (EUR for 
EUR/USD). 

There are also available the Mini Lots, or Mini Forex Contracts, worth 1/10 the 
value of the standard contract, i.e., 10,000 units of the base currency. 

Then there are also the Micro Lots, or Micro Forex Contracts, which are 
equivalent to 1/100 of a standard lot or 1/10 of a mini lot, therefore USD 1,000. 

The majority of open positions on Forex are usually closed within the same day. 
So if we buy, for example, the EUR/USD currency pair at the beginning of the day 
and close the position before the closing hour, we should not care about the 
so-called rollover, which means closing the old position and opening a new one. 

In theory, we should worry about it if, at the end of the day, we would maintain 
open the position. 

However, the rollover is charged or credited automatically to the account at the 
end of the day and represents the difference in interest rates between the two 
currencies of the pair. The unit of measure for this difference is the swap point. 
One gains something (though these are usually small amounts except in the special 
case of exotic currencies) if he is buying the currency with higher interest rate and 
selling the one with the lowest interest rate (in this case it is said that he operates a 
carry trade, because in fact he is investing in the currency with higher interest rate 
and financing the purchase by selling the currency with the lowest interest rate), but 
you lose something if you are selling the currency with higher interest rate and 
buying the one with the lowest interest rate. 

The rollover, as said, is performed automatically by the broker, who physically 
closes the position at the end of the day and reopens it almost simultaneously. The 
cost of the rollover is therefore in practice the difference between bid (ask) on close 
and ask (bid) on the next open. 
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Although there is no official timetable, Forex trading week begins on Sunday 
evening with the opening of the Asian trading session and ends Friday with the 
closing of the American session. 

The best times for trading on Forex are those where the market is more active, so 
at times when multiple sessions overlap; for instance: 


London-Tokyo 
London-New York 
Sydney-Tokyo 


During the European Session (ie., mainly London), the trading volume 
represents about 5096 of the daily total. 

The European session overlaps with New York, with market liquidity which 
often reaches its maximum. 

The pairs most exchanged during this section are EUR/USD, GBP/USD, USD/ 
JPY, USD/CHF, and USD/CAD. 

During the session in New York, the trading volume represents approximately 
20% of the total. 

During the overlap Sydney- Tokyo, trading volumes represent about 20% of the 
total daily global. The major part of the trades during this session are those that 
include the Yen pairs such as USD/JPY and EUR/JPY. 

Many times I'm asked if fundamental analysis can be made on Forex, and the 
answer is that it can be done but that it certainly does not apply to those who want to 
trade fast. 

The variables that affect the long-term trend of one currency are generally: 


* Economic growth: a country with a fast-growing GNP (Gross National Product: 
the sum of all added values produced in that country) attracts capital. Such funds 
are to be employed within the country and therefore must be changed in the 
currency of that country; that currency is then purchased and thus rises in value 
against other currencies. 

* Unemployment: if it decreases, it favors the influx of capital because it is 
expected that there will be more disposable income to purchase goods. 

* Inflation: if it is very high, in general this favors the flow of capital from one 
currency to the other currencies, because its purchasing power decreases rapidly. 

* Political stability: capital usually avoids countries where at any moment restric- 
tive legislation, especially tax legislation, can be enacted. 

* Some currencies, like those of Canada (CAD), Australia (AUD), and New 
Zealand (NZD), are very sensitive to increases and decreases in prices of raw 
materials caused by the changing international economic climate (expansion/ 
recession), while other currencies (typically the dollar, the euro, and the British 
pound) are much more sensitive to massive movements of capital of a financial 
nature. 

* The budget deficit usually penalizes the currency of the country, as it is expected 
to be settled by restrictive policies that depress consumption and investment. 
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If you make position trading on currencies using some fundamental criteria as 
those described above, it is a good practice to always go in search of a cross 
between very strong and very weak currencies—which is almost always a carry 
trade—never using a cross between currencies of the same force. Obviously, if the 
weak currency is the basis for our cross, i.e., if it is the first of the pair, we better 
short it, thus going long with the other. 

We must add that the carry trade strategies over the past 3 years, at the time of 
writing, are rumored to have been those who have had more success, although it is 
always good not to give much heed to claims that are too generic to be proven. 

We never talked about scalping with bond futures, typically the German Bund or 
the US Treasury. We can speak here about it, taking its cue from the carry trade 
argument, which is often applied precisely on fixed income arbitrages: one buys 
bonds in a currency that has high yields and finances the purchase with some form 
of borrowing in a currency with very low interest rates. As mentioned, this type of 
operation must be opened and closed very fast, because the high returns are offered 
by economies in difficulty and therefore are the candidates to see the exchange rate 
precipitate, losing on the exchange rate side what is gained in terms of different 
interest rates. High yield junk bonds are often proposed by the banks recklessly, 
without informing the customer of the danger (almost certain) that he is running and 
without being sure that the customer, maybe old people, really do understand what 
he is going to do. 

Those looking for scalping on a Bond Future do not have much choice, because 
the future is a standardized instrument, and then he must apply technical analysis 
at the best of his knowledge, period. But those who enjoy swing trading could even 
think of doing it on the bonds themselves, perhaps in carry trades. In this case, they 
should make a fundamental choice: do they choose a bond that expires in 3 years or 
one that expires in 30 years? 

Of course, he who does swing trading is not at all interested in keeping the bond 
3 or 30 years, but the point is that the two bonds have a different responsiveness to 
changes in interest rates (i.e., market yields) through the so-called duration param- 
eter, defined as the change in bond price resulting from the change in applicable 
market yields: 


AP 
Duration = — 
uration = ^c 


Duration depends on, but is not equal to, the residual life of the bond and is 
reported for the different bonds on major financial magazines. 

In short, for example, if the market yields are going down, one will take a long 
position on a bond with very long duration, in order to gain a lot by a sharp price 
increase, but if he is not very sure about the downward direction of the market 
yields, he will choose a lower duration, so that he will not lose very much if the 
market were to state he is wrong. 

There is not a market such as Forex which is emotion-exposed, and therefore no 
wonder that many people are involved in the so-called news trading. 
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Essentially it reduces to stay ready, betting on the appearance of a certain news 
and betting that the market reaction will be the one expected by the trader. 

The effect of the news in the sense expected or in the opposite direction usually 
lasts several hours; it is rare that it lasts a few days. Then the market resumes from 
where the trends were left. This is why trading the news is essentially scalping. 

The secret in news trading is that of a careful preparation (limit order entry, stop 
loss, and limit order exit already carefully prepared before the release of the news) 
because once the news is released, there is no way to ride: markets react quickly 
and, as mentioned, the effect is not lasting long. 

Normally, the preparation also includes the study of the last three events of the 
same type and of the reactions that took place in the market, as well as the study of 
the possible scenarios that can follow the news, envisaging the more correct moves 
to do if these scenarios may occur. 

Basically, the news that can be used for trading are: 


* Announcements of economic data 
* Announcements of central banks, especially with regard to interbank rates 
* Geopolitical data (elections, etc.) 


On the Internet are found calendars showing the dates and time a news will be 
released; so the news trader can be prepared well in advance, which is not true for 
most other trading styles. Often, these sites show what the consensus is, i.e., what is 
expected by most of the community of investors and analysts who explicitly express 
an opinion. And it is the common consensus that drives the market reaction rather 
than the data itself: for example, a good news, but worse than expected, may lead to 
temporary sales and vice versa. Often, always on the same Internet sites, it is also 
shown what happened in the past on similar occasions. 

Perhaps, it is useful to summarize in closing the many benefits of Forex over 
other markets: 


* This is a fairly simple type of bet: one currency against another. 

* Youdonotrun the risk of hitting an Enron or a Parmalat, as real currency crashes 
are guessed long before they happen. 

* There are no fees: the cost of the transaction is reduced to the bid/ask spread 
(plus small amounts of interest). 

* You can get the interest every day if you buy the currency with higher rates 
(carry trade) and if the market rates allow it. 

* The market is open 24 h on 24. 

* The Forex is a market immensely liquid, four or five times the size of the futures 
market (not to mention the stock market), and therefore it is the market where 
technical analysis is very well applicable. 

* There are no restrictions of any kind to go short, as it sometimes happens on the 
stock markets. 

* [f you want, on currencies you can even make position trading, as it is done on 
equities, albeit with data that are often found too insecure to constitute a good 
basis for fundamental analysis. 


Сһар{ег 4 
Market Depth 


The book of a certain security is nothing else than the list of the prices and quantities 
of that asset that at that time are on sale and that the market is willing to purchase. 

The so-called first level book is often reported for free on the Internet and 
includes: 


* Bid price: The highest price that the market is willing to pay at that time to buy a 
contract. 

* Bid size: The number of contracts that may be purchased at the bid price. 

* Ask price: The lowest price that the market is willing to accept at that time to sell 
a contract. 

* Ask size: The number of contracts that are for sale at the ask price. 

e Last price: The price at which the last exchange took place. 

* Last size: The number of contracts that were traded during the last transaction. 


The level two book (sometimes called the order book or depth of the market!) is 
usually offered only to customers who have accounts with the broker. The addi- 
tional information provided is usually: 


* Highest bid prices: The 5 or 10 higher prices that traders are willing to pay at that 
time to buy a contract. 

* Bidsizes: The number of contracts that are available for each of the highest bid 
prices. 

* Lowest ask prices: The 5 or 10 prices that traders are willing to accept at that 
time to sell a contract. 

* Ask sizes: The number of contracts that are available for each of the lowest ask 
prices. 


If the market is deep, there are many offers and they are placed at price levels 
very close together; so a very large order is needed to change the market price. 


| Actually, the term depth of the market should be used in а more technical sense, i.e., as the size 
that an order must have to move the price of a certain amount, as we shall see. 
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Table 4.1 Book Bid price Bid size 


6,009.00 
6,008.00 
6,007.00 
6,006.00 
6,005.00 
6,004.00 
6,003.00 
6,002.00 


МЮ шо 00 з — PWN 


Therefore, in a deep market it is easy to find a counterpart at a price that we like, 
while in a thin market quantities listed on the book are small and so even a small 
amount can be satisfied only at prices that are not the best expected. In other words, 
a thin market is also an illiquid market. In other words again, the scalpers will want 
to operate in deep markets. 

For example, suppose that at a certain instant a CFD quotes 6,009€ bid and that 
one owns 30 contracts at 5,910€. Suppose there is a book like as shown in Table 4.1. 

Then, one must calculate the cumulative number of contracts that are for sale in 
order to calculate the average price he can obtain by selling a certain number of 
contracts (Table 4.2): 

So, for example, by selling eight contracts one would find a counterpart in the 
first two lines in the list (5 + 3), earning 48,069€ for an average price of 6,008.63€, 
then making a profit of 1.6796. 

If the goal was to gain 1.6696 minimum, one should sell only 13 contracts, or sell 
all the contracts but being content to get just a 1.6296 profit. 

The example is a bit schematic, but it serves to make you understand how 
important the market depth is when managing large enough positions with respect 
to the book size. 

In these cases, it may become necessary to liquidate (or open, in the opposite 
case) the position in successive steps, waiting for the right moment. 

This problem does not arise for “normal” people working on assets like the РАХ 
or the EUR/USD currency pair, but may need to be considered when working with 
assets not very popular (and therefore illiquid). 

It has been said that the true sense of the depth of the market is how many 
contracts are needed to change the price of a certain percentage. 

There are many conventions that are used to make this calculation; we refer the most 
simple and intuitive. For example, if the last price was 5,990€, as shown in Table 4.3?: 

Thirty-three contracts are needed to move the price of a 0.2696; so to make it 
move a standardized value, e.g., 1%, you should use something like: 


33 


026% = 127 contracts. 


? Spreadsheet: Market Depth. 
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Table 4.2 Book 


Price 5,910.00 

No. 30 

Bid price Bid size Cumulative size Value Cumulative value Average price Profit (%) 
6,009.00 5 5 30,045 30,045 6,009.00 1.68 
6,008.00 3 8 18,024 48,069 6,008.63 1.67 
6,007.00 4 12 24,028 72,097 6,008.08 1.66 
6,006.00 1 13 6,006 78,103 6,007.92 1.66 
6,005.00 7 20 42,035 120,138 6,006.90 1.64 
6,004.00 8 28 48,032 168,170 6,006.07 1.63 
6,003.00 3 31 18,009 186,179 6,005.77 1.62 
6,002.00 2 33 12,004 198,183 6,005.55 1.62 
Table 4.3 Book 

Last 5,990.00 

Bid price Bid size Cumulative size Value Cumulative value Average price Profit (%) 
6,009.00 5.00 5 30,045 30,045 6,009.00 0.32 
6,008.00 3.00 8 18,024 48,069 6,008.63 0.31 
6,007.00 4.00 12 24,028 72,097 6,008.08 0.30 
6,006.00 1.00 13 6,006 78,103 6,007.92 0.30 
6,005.00 7.00 20 42,035 120,138 6,006.90 0.28 
6,004.00 8.00 28 48,032 168,170 6,006.07 0.27 
6,003.00 3.00 31 18,009 186,179 6,005.77 0.26 
6,002.00 2.00 33 12,004 198,183 6,005.55 0.26 


By making this calculation at different times of the day, one can have ап 
immediate idea as to whether the depth of the market is increasing or decreasing. 
Obviously the market will be all the more deep, the higher is the number of 
contracts needed to make it move at a certain standard rate, because in this case 
there will be a plethora of contracts available to meet a request at prices very similar 
to the last one. 


Сһар{ег 5 
Leverage Effect 


One of the elements that makes it possible the modern fast style of trading is 
leverage. 

A wide range of assets (property, shares, futures, even bonds in different 
currencies, etc.) can today be purchased with debt financing part of the total 
amount. 

The tools that we deal with here (futures, CFDs, etc.) are inherently of this type, 
because the payment that is required to operate is only a small part (the margin) of 
the total, the rest being paid by someone else (we do not know who he is, but there is 
one), toward which we have then a debt. 

It is just the leverage mechanism that makes it possible the fast style of trading as 
a second job, because the normal Joe often would not have enough money to do 
things of a certain breath. 

The amount of margin required by the broker, as we have seen, depends on the 
asset: for a CFD it can be only 2.5%, for a future it may be, say, 7.75% and so forth. 

The leverage mechanism has the effect, in certain conditions, to magnify the 
percentage gains, but it also can magnify the loss rates if the market states that we 
are on the wrong side. 

Let’s make an example. 

Suppose you buy Fiat shares paying only 60% of the value (the margin). As it is 
easy to see from Table 5.1,' if the price of Fiat increases by 20%, you are going to 
earn 28% due to the fact that your investment was lower than it should have been, 
but if Fiat loses 20%, your loss will be 39%, also because usually in addition one 
has to pay interest on debt. 

The effects would be even more visible if the margin was that practiced on 
futures (Table 5.2). 


! Spreadsheet: Leverage effect. 
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Table 5.1 Leverage effect 


Table 5.2 Leverage effect 


5 Leverage Effect 


Data 12.2.2009 12.2.2009 
H 12:05 12:05 
Security Fiat Fiat 
Price 4.44 4.44 
No. 1,000 1,000 
Value 4,440 4,440 
Margin 60% 60% 
Investment 2,664 2,664 
Debt 1,776 1,776 
Price in a year 5.33 3.55 
Increase % 20% —20% 
Earnings, gross 888 (888) 
Interest rate 8% 8% 
Interest payment 142 142 
Earnings, net 746 (1,030) 
In % on investment 28% —39% 
Final value 3,410 1,634 
Data 12.2.2009 12.2.2009 
H 12:05 12:05 
Security Fiat Fiat 
Price 4.44 4.44 
No. 1,000 1,000 
Value 4,440 4,440 
Margin 775% 7.75% 
Investment 344 344 
Debt 4,096 4,096 
Price in a year 5.33 3.55 
Increase % 20% —20% 
Earnings, gross 888 (888) 
Interest rate 8% 8% 
Interest payment 328 328 
Earnings, net 560 (1,216) 
In % on investment 163% —353% 
Final value 904 (872) 


As you can see, with a margin of 7.75%, the loss—if the market states we are on 
the wrong side—is higher than the capital (of course, the investor would have been 
forced by the broker to use stop loss—see—or to restore promptly the margin). 

In this book, we are dealing mainly with the use of CFD or currency pairs on 
Forex, which, needing a margin of only 2.5% or lower, have a leverage effect 
greatly amplified, so you should always pay attention and be aware of the loss that 
you could suffer if the market would go the wrong way for you. You must always 
make sure that the maximum loss foreseeable in this event is still bearable by you 
both in terms of capital and from a psychological standpoint. 
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Pay attention: When later on we will talk about position sizing, which deals with 
the correct sizing of the position to be taken (a contract worth 5,000€ is advisable? 
or a 1,000,000€ one would be better?), the calculation of the maximum loss that we 
are able to bear should be compared with the margin that we have actually paid, and 
not with the value of the CFD or that of the contract. Our real loss is the one that is 
going to eventually decimate our margin: this is the one that counts for us. 


Сһар{ег 6 
Trends Do Exist 


We must now move to the most exquisite part of our business: decision making. 
When do we buy (i.e., go long)? When do we sell or sell short? 

It will be a long journey. 

Meanwhile, we begin to establish that you can make consistent decisions on the 
financial markets, because if everything was absolutely accidental (random) there 
may be no hope to get away. 

On financial markets, for many reasons, intraday price changes (the so-called 
returns), and probably also the daily price changes on a short span of time, are 
likely to be substantially independent from each other. 

In a market, in fact, there are always opposing forces that drive prices one way or 
another, and at first glance everything looks basically at the mercy of the case, like 
flipping a coin. 

Suppose this is true. 

If then (for example) four successive prices actually behave—at the limit— 
independently from each other, what do you expect to find? 

I think the possible answers are: 


1. It is unlikely that all four prices have risen. 

2. And it is unlikely, for the same reason, that all four prices have fallen. 

3. Since in the worst case the four prices behave independently, it is likely that two 
have risen and two have fallen. 


I recall that a definition of probability is the following: the probability of the 
occurrence of an event is the ratio between the favorable cases and the total number 
of possible cases. 

In our case, let us list all the possible combinations of four price changes. They 
are: 


'T sell if I close a long position, I sell short if I sell an asset that I do not own with the intention to 
buy it at lower price later on and thus make a profit. 
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Up Up Up Up 

Up Up Down Up 
Up Up Up Down 
Up Up Down Down 


p Down Up Up 

p Up Down Down 

p Down Up Down 

p Down Down Down 


Down Up Up Up 
Down Up Down Up 
Up Up Down Down 
Down Up Down Down 


Up Up Down Down 
Down Down Down Up 
Down Down Up Down 
Down Down Down Down 


So there are 16 possible configurations. 

Of these 16 possible cases, there are four with one price that has risen and four 
with a single price that has fallen. So the probability that eventually you can find a 
price that has only risen or fallen is: 


4/16 = 1/4 = 25%. 
The configuration in which of all four prices just one rose has a probability: 
1/16 = 6.25%. 


The same applies to a configuration in which all four prices fell. 
It follows that the probability that all prices have gone either up or down is: 


2/16 = 1/8 = 12.50%. 
Then the configuration that shows two prices that have risen and two that have 
dropped (the solution that seems the most plausible from the independence point of 
view) is 6 and then its probability is: 


6/16 = 3/8 = 37.5% 


the highest so far. 
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But, and here we find something surprising, the configurations that provide 3 
prices that have gone in the same direction and only one that went in the opposite 
direction (and this, in the language of technical analysis, is a trend) are 8, then the 
probability of encountering such behavior is: 


8/16 = 1 = 50% 


the highest of all. 

Ultimately, the persistence of price changes (i.e., the trends) occurs also in 
absolutely random configurations. 

The reason is that, contrary to what might be apparent at first sight, it is the most 
probable configuration of all. 

And that is what makes it possible the use of the so-called technical analysis in 
finance, in spite of the economists who do not want to face facts. 

Do you want a proof of the existence of trends in random phenomena, which 
implies the possibility of making a profit in the financial markets? Nothing could be 
easier. 

The Excel function: 


= random () 


provides essentially a sequence of equally probable random numbers comprised 
between 0 and 1. If we want to model a series of price increases—say—between 
—10% and +10%, we will use the function: 


d = random () x 20% — 10% 


which precisely varies between —10% and +10% as = random () varies between 
0 and 1. 

We may insert this function in the first vertical column of a spreadsheet” and 
then compute in the second column the cumulative series, i.e., the behavior of the 
asset price over time, starting for example from 1,000€. The result is a graph that 
shows undoubtedly trends (Fig. 6.1). 

There is no practical difference between this graph and a true price graph. 

As you can see there are definite trends that persist, although the phenomenon is 
surely random. 

The behavior of a price series, so, even if it consists entirely of random 
increments, does not at all resemble a mishmash of ups and downs, alternating in 
no particular order: nothing like that. 

We will resume this discussion soon, adding to it. 


? Name: Random. 
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Fig. 6.1 Random increments 


Сһар{ег 7 
The Basic Signals 


To illustrate the basic protocol that I recommend to day traders, to start with we 
must refer to a specific asset as an example, because the parameters can vary even 
widely from asset to asset. 

If we refer to the DAX future and to the instruments (CFD, ETFs, etc.) that 
reproduce it, then a sampling rate of 15 min combined with a slow stochastic with 
17,9,3 parameters seems to me the correct basic protocol. 

Let’s see why. 

The stochastic is an oscillator found in any text on technical analysis and on the 
Internet, and it is certainly one of the best and easier to use indicators. 

All oscillators are filters, i.e., they are formulas that attempt to extract the signal 
from the sequence of prices, signal that is normally mixed with the noise coming 
from the markets: the signal that lies beneath, so to speak. 

To do this, we have to observe at every bar a number of past bars before 
concluding something, and cannot decide based on one single bar (the current 
one) because the signal would be too affected by the noise we want to delete. 

The number of past bars observed each time is indicated generally with the word 
length. 

For example, you may decide that at each new bar, the stochastic is updated by 
observing the (i.e., doing the required calculations on) the preceding 30 bars (or 
candles). In this case, length = 30. 

If you look at a chart that is sampled, for example, every 15 min—that is, if each 
bar contains all the prices detected in a period of 15 min—a length of 30 means that, 
to make a decision, we in fact observe every time all the candles that were recorded 
in 30 x 15 = 450 min, which is 7.5 h. 

Each bar (or candle), as we know, is characterized by four parameters: O, H, L, 
and C, which stand for: 


Open (first price of the 15 min bar) 

High (the highest price recorded in 15 min) 

Low (the lowest price recorded in 15 min) 

Close (the last price recorded in the 15 min time span) 
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As a rule the stochastic, like almost any other oscillator, is calculated on the 
closing price of the bar. However, if it is updated in real time, the closure is actually 
arunning close in the sense that as a temporary closure it is considered the last price 
recorded continuously, regardless of whether or not it is a real closure. The 
stochastic is calculated anyhow on the last 30 (in our example) bars. 

The following are the calculations being made. 

First, on the whole observation period (length): 


* The maximum (Highest) value reached among all the closures (real or running) 
* Their minimum value (Lowest) 
* The last value (Last) 


are considered. 
The basic function for building the Stochastic then is the so-called %К as 
follows: 


Last — Lowest 


K — 100 . 
AU Highest — Lowest 


Obviously when Last — Lowest, i.e., when the price is equal to the minimum 
recorded on the observation period, it is: 


K = 006 


and when Last = Highest, i.e., when the price is equal to the maximum recorded on 
the observation period, it is: 


K = 100%. 


Then the stochastic is an oscillator that can only vary between 0 and 100, with an 
obvious advantage for its readability. It represents how close the price is to its high 
side in the observation period, expressed as a percentage of the full range (between 
maximum and minimum) spanned in that period. 

To construct the stochastic, then, a second line—of which there are several 
versions and which is indicated with %D—is used and is calculated as follows. 

Let: 


CLength = (Last — Lowest), 
HLength = (Highest — Lowest), 


measured along the length of the observation period as usual, and compute, for both 
of these parameters, a moving average /engthD long (usually different from length) 
denoted by: 


AverageLengthD (CLength), 
AverageLengthD (HLength). 
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Fig. 7.1 Fast stochastic. Source: Saxo Bank 
Finally, let: 


AverageLengthD (CLength) 


D — 100 ; 
"n i AverageLengthD (HLength) 


We will not mention other versions of the stochastic, because the results they 
provide do not differ much from the one provided by the version just described, and 
also because the stochastic is an oscillator that is available on the most part of the 
technical analysis sites and that has only to be used as it is, without taking much 
trouble to know how it was built. 

On the same Internet sites, anyhow, there are almost always available two 
versions of the stochastic: one fast and one slow, which is nothing else (the second) 
than the fast version softened via the use of moving averages. 

It is advisable to use always the slow version, more readable and more interpret- 
able, as shown in Figs. 7.1 and 7.2): the first one is a fast stochastics and the second 
is a slow stochastics; there is no comparison in terms of readability. 

It is true that the slow stochastic has more delay with respect to the fast 
stochastic, but in finance when it comes to deciding between delay and security 
(I mean security that you understand the market rightly), security should always 
prevail over the first choice. 

Remember that when working in real time with real money you are gripped by 
uncertainty, even if the signals a posteriori become very clear. So the most 
successful and consistent signals you can have, the better for your wallet, even if 
in the end it will be a little less filled with banknotes than it might have been by 
risking more. 
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Fig. 7.2 Slow stochastic. Source: Saxo Bank 
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Fig. 7.3 Slow stochastic. Source: Saxo Bank 


As shown in Fig. 7.3, the Internet sites usually ask for three numerical 
parameters to size the slow stochastic: the observation period (what we have called 
length) and two smoothing parameters: the slow and the fast one. 

It is not at all necessary that the slow smoothing parameter should be smaller 
than the fast smoothing parameter: indeed, I am suggesting you to use the triad 
17,9,3 (see below why). 

In any case, what is the response regarding the optimal triad is only empirical: 
for each asset you must experiment with different numbers to see which is the one 
that clearly provides the best input and output signals, i.e., the one that provides the 
final equity with the highest value. 

The equity is the amount that has been amassed using a trading protocol in the 
period under review, and it is the cumulative sum of the profits and losses per trade 
(P&L), which are the profits and losses achieved in a single trade. 
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Fig. 7.4 Slow stochastic. Source: Saxo Bank 


For n trade, it will be: 
Equity, = Èj=1aP&L;. 


Whatever version of the stochastic you may want to use—and I advise you, as 
mentioned above, to use the slow version—normally you are asked to define the so- 
called buyzone and sellzone. 

We have seen that the stochastic is an oscillator that varies only between 0 and 
100: as it approaches 0 it is said that the security is oversold, and when it gets close 
to 100 it is said to be overbought. 

Since the oscillator oscillates, it will pass periodically (but unfortunately not 
with a clearly defined time period) from 0 to 100, then from 100 to 0, then again 
from 0 to 100, and so on. Each time that it will be close to 0, the price will be at a 
relative minimum, and every time the oscillator will be close to 100 the price will be 
at a relative maximum; so the idea is to buy when the stochastic is oversold and 
sell—possibly sell short—when it is overbought. 

However, as always in finance, things are not as clean as they could be: for 
example, the oscillator cannot get down to 0 at all: he could get, say, at 15 coming 
from 80, and then proceed again upward. Then it will be good to define a zone of 
oversold and one of overbought instead of two straight figures. These two zones are 
precisely called, respectively, buyzone (shopping area) and sellzone (sales area). 
Normally their values are, respectively, 20 and 80 (say that below 20 you can buy 
and over 80 you can sell). 

The general appearance is shown in Fig. 7.4. 

At the top of the chart there is the price graph, and at the bottom there is the 
oscillator; the horizontal lines delimit the buyzone and the sellzone. As you can see, 
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it is quite true that when the stochastic was overbought it was time to sell and when 
it was oversold it was time to buy. 

We note, however, in the same figure—as already said—that the market does not 
always have the strength to send the stochastic into the buyzone or into the sellzone: 
reversals may occur before that happens. Therefore, other formulations of the 
standard rules take into account the relative position of the two lines, %K and 
%D, as we shall see after the digression contained in Chap. 8. 
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The Triads 


In our protocol, 17,9,3 are the numbers that we suggested to use to scale the slow 
stochastic. These are Sam! numbers. 

As is known, the Fibonacci numbers are a sequence in which each member is the 
sum of the two numbers that precede it (Table 8.1). 

In fact, for example, it is: 3 + 2 = 5,5 + 3 = 8, and so on. 

The Sam numbers are similar but not identical: each digit is the sum of the three 
(not two) numbers that precede it in the sequence (Table 8.2): 

In fact it is: 31 + 9 + 5 = 17, etc. 

As you can see, the three numbers (17,9,3) I used to size the stochastic are Sam 
numbers. 

These sequences do have in them nothing scientific. 

For centuries, the Fibonacci sequence has been used in the art because it has 
some peculiar features of harmony (meets the eye), and also is found in nature in 
shells, or in the arrangement of branches on trees and things like that. So it has been 
thought that this internal harmony of the sequence may also be useful in the 
financial markets, although for reasons that no one has yet explained. Simply put: 
if you must choose a series of numbers, you might as well use, instead of random 
numbers, those of a sequence that is suspected to have a sense. . .perhaps, as far as I 
know, even superstitious one. 

In our protocol, we prefer Sam numbers to Fibonacci numbers for purely 
practical reasons: experience has shown that in the financial markets the Sam 
numbers can be more accurate than the Fibonacci numbers. For example, using 
the Fibonacci sequence 13,8,3 on the slow stochastic sampled at 15 min, there seem 
to be many false signals (such as the one around 8:00 a.m. on November 15) 
(Fig. 8.1). 

There seem to be far fewer false signals, however, if you use the Sam triplet 
17,9,3; and the oscillator is more readable (Fig. 8.2). 


! Samuel Monk, the hero of a series of financial thrillers by the author. 
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Table 8.1 Fibonacci 


Fibonacci 
numbers 
1 
1 
2 
3 
5 
8 
13 
21 
34 
55 
89 
Table 8.2 Fibonacci and Fibonacci Sam 
Sam numbers 
1 1 
1 1 
2 1 
3 3 
5 5 
8 9 
13 17 
21 31 
55 105 
89 193 
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Fig. 8.1 Fibonacci and Sam sequence. Source: Saxo Bank 
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Fig. 8.3 Fibonacci and Sam sequence. Source: Saxo Bank 


It is true that the Fibonacci sequence seems to be more timely, but the Sam 
numbers seem to be a good compromise between timeliness and fewer false signals. 
Also, as mentioned, it is always better to act with a moment’s delay, but with more 
certainty. Remember that Bernard Baruch, the great banker, when asked how he 
could have made such a lot of money on the Stock Exchange, said: by selling too 
soon. He also said that he was always happy to leave to someone else the first and 
the last 20% of a trend, if he had managed to earn 60% of it. 

One might ask: why skip a number in the triad? could we not use 17,9,5? 
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Fig. 8.4 Fibonacci and Sam sequence. Source: Saxo Bank 


We will see the importance that has the distance between the (96K line) and the 
(96D line). With 17,9,3 the two lines move away more, and therefore it is much 
easier to read their intersection. Figure 8.3 shows the 17,9,5 case. 

Another candidate could be 9,5,3, but the oscillator becomes a little too hysterical 
(Fig. 8.4). 

We believe that 17,9,3 is the best combination for this asset (Dax) observed at 
15 min, without failing to mention that for other assets and other sampling intervals 
the best configuration may be different and should be found by a patient cut and try 
procedure. 


Сһар{ег 9 
The Signals 


As mentioned, usually the sell and buy signals are released on overbought and 
oversold situations, but for those adept of fast trading this may not be the right 
recipe. 

Figure 9.1 shows in fact a 17,9,3 stochastic, and it is quite rare that it goes into 
overbought and oversold conditions. 

One then might think that it would be enough to refrain: when the indicator does 
not go under 20 or over 80, we should not do anything. 

In this way, however, significant opportunities are lost, as we understand imme- 
diately looking at the figure itself. 

The significant signals, if you look carefully at the graph, are given by the 
maximum and minimum of K%, but can occur at levels far higher than 20 or far 
lower than 80. In fact, in our example, the majority of reversals occurs in the range 
40-60. 

The problem then is to identify these peaks regardless of the level at which they 
occur, and just a visual inspection is not enough because the resolving power of the 
eye detects them but it would be better not to trust it too much. In short we always 
need a protocol, a mathematical algorithm that does not leave too much to our will. 

We observe then that when the two lines %K and %D intersect, the slow 
stochastic has just encountered a maximum or a minimum of %K. 

So, do not expect the oversold or overbought conditions: when the line which is 
more delayed, i.e., the %D, crosses the %K from above, the signal is long and when 
it crosses it from below the signal is short. 

An example is shown in Fig. 9.2. 

There are delays, of course: there are always delays. The candles show signs of a 
reversal before the intersection of the two lines %K and %D, but the stochastic is 
used to put in perspective what we see in the graph of the price: without the 
stochastic we would not know if what we see is a good reversal or if it is likely to 
be consumed in a couple of candles without leaving the opportunity to make any 
profit. 
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Fig. 9.2 Slow stochastic. Source: Saxo Bank 


The significant signal then is given by the stochastic and is given unequivocally 
in a way that does not leave much to our interpretation. 
Statistically, this protocol looks to be reliable. 


Сһар{ег 10 
Protocol Validation 


We must now ask whether the basic protocol—essentially the Slow Stochastic 
17,9,3 on the Dax index sampled at 15 min—does work, that is, whether it is able 
to provide stable profits. 

There is nothing better else we can do other than analyze a series of profit & 
losses (P&L) actually made with real money on real operations carried out in the 
market, and this is what we are going to do. 

It should be warned that the following tests have always used 1 (or at most 2) 
CFD contracts—with Dax as the underlying asset—at a time. 

It should also be warned that to evaluate the stability of the series of P&L, we use 
a Statistical tool that is widely known in elementary statistics and that can be found 
easily on the Internet: the confidence intervals. 

What we seek is not so much an average value of the P&L, but rather a range of 
values within which the average value in the future will be likely to be found with a 
high probability, say 95%. This is because we are not interested so much in the past, 
but rather—as far as possible—to infer the future. 

It is necessary to start with a measure of the variability of the results, in our case 
the series of the P&L. 

A commonly accepted measure to capture this feature is the standard deviation, 
which is a formula available in Excel: 


= ST.DEV(). 


The first thing to do, then, is precisely to calculate this value. After doing this, we 
will be in a position to calculate the interval—between a minimum value (Min 
P&L) and a maximum one (Max P&L)—within which, with 95% probability, the 
average P&L will fall in the future. 

Here are the formulas: 


Мах = Average + 10.97554.Оеу x /(N — 1)0.5, 
Мах = Average — fo975St.Dev x /(N — 1)0.5 
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Table 10.1 Trades record. Source: Saxo Bank (real money) 


Date No. of contracts Opening price Closing price P&L 

05 ott 2009 1 5,470.61 5,466.71 —3.90 
05 ott 2009 1 5,478.30 5,466.71 —11.59 
05 ott 2009 2 5,476.73 5,466.75 —19.96 
05 ott 2009 2 5,488.26 5,522.42 68.32 
06 ott 2009 2 5,542.43 5,549.85 14.84 
08 ott 2009 1 5,676.40 5,712.45 36.05 
08 ott 2009 1 5,681.53 5,712.45 30.92 
08 ott 2009 1 5,719.04 5,712.96 —6.08 
12 ott 2009 1 5,760.13 5,796.07 35.94 
12 ott 2009 1 5,763.65 5,796.07 32.42 
14 ott 2009 2 5,775.92 5,794.03 36.22 
16 ott 2009 1 5,851.84 5,858.31 6.47 
16 ott 2009 1 5,837.82 5,858.31 20.49 
19 ott 2009 1 5,817.36 5,835.21 17.85 
19 ott 2009 1 5,806.99 5,835.21 28.22 
20 ott 2009 1 5,855.53 5,867.71 12.18 
20 ott 2009 1 5,867.71 5,873.22 —5.51 
20 ott 2009 1 5,869.22 5,870.10 0.88 
21 ott 2009 1 5,767.10 5,780.50 13.40 
22 ott 2009 1 5,733.22 5,723.22 10.00 
22 ott 2009 1 5,773.60 5,773.50 —0.10 
23 ott 2009 1 5,822.18 5,812.84 9.34 
23 ott 2009 1 5,836.12 5,829.66 —6.46 
26 ott 2009 1 5,789.68 5,764.64 —25.04 
26 ott 2009 2 5,774.89 5,790.25 30.72 
27 ott 2009 1 5,654.20 5,634.00 20.20 
28 ott 2009 1 5,562.96 5,520.58 —42.38 
29 ott 2009 1 5,491.09 5,474.09 —17.00 
30 ott 2009 1 5,564.34 5,594.08 —29.74 
30 ott 2009 2 5,563.81 5,533.00 61.62 


Besides N, which is nothing else than the number of P&Ls that we are examin- 
ing, we do not know what is the parameter fo.975. Without going into detailed 
explanations, we say that it is calculated by the Excel formula: 


= INV.T(0.05,N — 1). 


The whys and wherefores, as said, can be found in any elementary textbook in 
statistics and also on the Internet. 

The data are shown in Table 10.1, and the results of the statics! are shown in 
Table 10.2. 


! Spreadsheets P&L 01 and P&L 02. 
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Table 10.2 Statistics Average St.Dev М t Min Max 
10.61 25.54 30.00 2.05 0.91 20.31 
P&L Equity  Win/loss Profit prob. (63%) 

—3.9 —3.9 0 
—11.59 —1549 0 
—19.96 —35.45 0 

68.32 32.87 1 
14.84 47.71 1 
36.05 83.76 1 
30.93 114.69 1 
—6.08 108.61 0 
35.94 144.55 1 
32.42 176.97 1 
36.22 213.19 1 
6.47 219.66 1 
20.49 240.15 1 
17.85 258 1 
28.22 286.22 1 
12.18 2984 1 
—5.51 292.89 0 
0.88 29377 1 
13.4 307.17 1 
10 317.17 1 
—0.1 317.07 0 
9.34 32641 1 

—6.46 319.95 0 
—25.04 29491 0 

30.72 325.63 1 

20.2 345.83 1 
—42.38 303.45 0 
—17 286.45 0 
—29.74 25671 0 

61.62 318.33 1 


As you сап see, the average profits and losses per trade will most likely fluctuate 
in the future from a minimum of 0.91€ to a maximum of 20.31€ when trading one 
Dax contract at a time with the proposed protocol. 

The probability of concluding a trade at a profit is equal to the number of times 
we made a profit divided by the total number of trades, and it is not very high: only 
63%, confirming the fact that making a good profit does not imply the fact of being 
always right. The series of test trades ended with a 318.33€ profit, but having on 
average invested very little: the 2.5% margin on a CFD, i.e., about 140€ to control a 
value of nearly 5,500€—this made the monthly return to amount to 220—23096. 

The equity line is shown in Fig. 10.1. 

Other similar cases have of course been taken into consideration, and the counts 
have been always comforting as those reported here. 
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Fig. 10.1 Equity line 


Сһар{ег 11 
Two Case Studies 


Let’s take a break and illustrate two significant case studies, which occur frequently 
in the application of our protocol. 


Case 1 


It happens with a certain frequency (around 37% in the example shown above) that 
a trade is wrong, i.e., the trade is closed with a loss for the violation of the stop loss 
(see). 

For example, in the case illustrated in Fig. 11.1, the position to be taken at 1:00 
p.m. was reported to be short by the stochastic, which in fact continued to decline, 
but the signal was only due to the fact that the bars were moving in a trading range 
(1.е., sideways, without a clear trend), and then what happened is that a momentary 
excess of volatility triggered the stop loss causing a probably unjustified loss. 

What will be the next move? 

Obviously we are now waiting for the long signal from the stochastic, which 
probably will come soon, but it is not indifferent to consider that the next move will 
be released in mid-afternoon, when all the games are often already made, or before. 

Particularly if the daily graph is now gaining (or losing) more than 1%, the 
chances to turn things in our favor today are against us. So in these cases the goal is 
just to reduce the loss to a minimum, and this is done using a trailing stop loss (see) 
very tight, say just one dollar below the low of the current bar. 

One should not be taken by the desire to turn things in his favor at all costs when 
a trade went wrong: it is a very pernicious craving. Better to wait until the next day: 
every day provides a new opportunity. 
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Fig. 11.2 Slow stochastic. Source: Saxo Bank 


Case 2 


In this example, the РАХ at 14:48 is already gaining 1.36% and the American 
futures are positive; the stochastic on the Dax index sampled at 15 min in a few 
moments will tell us to go long. 

Is there room for further significant rise? (Fig. 11.2) 

The rational answer should be that the games seem to be over. Typically, 
America's futures being positive, now one no longer expects a strong push upward 
toward 15:30, the opening of Wall Street (European time). In addition, an already 
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Fig. 11.3 Slow stochastic. Source: Saxo Bank 


strong growth of 1.36% seems reasonably what can be expected in a whole normal 
day. On the other hand, taking a short position is generally not advisable in a day 
like this, because it would imply fighting the trend in a session that is anything but 
negative. 

What to do? 

Obviously at the next long signal that the stochastic is going to give us we will 
follow its directions, but we cannot rationally expect much; we might even expect a 
long stay in the oversold area with the bars of the price coming down relentlessly 
(even if only slightly) instead of going up. 

The strategy that seems less irrational, therefore, is to tighten the stop loss (see) 
as much as possible. 

A more risky strategy, instead of relying heavily on a further robust rise to have a 
decent profit, would be that of doubling the number of contracts, but in this case it 
would still be even more appropriate to use a pretty tight stop loss and trailing stops 
(Fig. 11.3). 

In the real case shown, in fact, the price, later on, though rising could not make 
its way back up in a stable and significant way. 

The conclusions drawn from the examination of these case studies is that the 
application of our protocol does not exempt from applying also a good dose of 
common sense and experience just for an optimal application of the principles laid 
out in the protocol itself. 


Сһар{ег 12 
Combinations 


Let’s explore a little more this thing of the stochastic indicator. 

A question naturally arises: we have at our disposal on the Internet so many 
oscillators. .. why do we use only one? 

In general it must be said that using many indicators is not a good idea, because it 
is difficult that they say the same thing all together. The result is that if the number 
of oscillators consulted is exaggerated, no one knows what to do. 

Nevertheless, it could not be a bad idea to use both the stochastic of the Sam type 
(17,9,3) and a Fibonacci one (8,5,3) (Fig. 12.1). 

The stochastic of the Fibonacci type gives signals earlier and the Sam type helps 
to interpret them in a more stable way. In fact, after a few minutes, we get as present 
in Fig. 12.2. 

But could it not be that the two stochastics give different indications? 

Yes, it could be, but basically they are the same oscillator: they use the same 
logic. Usually they indicate an underlying trend and a tendency on the short term; so 
using both of them can be useful for a more refined timing, as can be seen clearly 
from the sequence shown in Figs. 12.3-12.5. 

Instead of the Fibonacci triad 8,5,3 you could also use the Sam triad 9,5,3, 
because it would increase the readability of the fastest stochastic. 

If in doubt, however, the use of 9,5,3 (or 8,5,3) can only have a value of 
anticipation, like: "stay alert," but the operational signal should be read always 
on the 17,9,3. 

It is well known that price movements result from “waves” of different durations 
that overlap and are usually identified through the Fourier integral (without great 
success, however). 

Well, in a sense we could say that the 9,5,3 triad identifies the small-amplitude 
oscillations that are superimposed to those identified by the triad 17,9,3, as can be 
seen quite well in Fig. 12.6, and it will be convenient to interpret them in this 
respect. 
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Fig. 12.3 Slow stochastic. Source: Saxo Bank 
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Fig. 12.5 Slow stochastic. Source: Saxo Bank 
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Fig. 12.6 Slow stochastic. Source: Saxo Bank 


Сһар{ег 13 
Cycle 


The stochastic is suitable to be processed in several alternative protocols. One of 
them (Cycle) is as follows. 

Even this one is an indicator that is on the Internet, but that can usefully be 
elaborated further. 

Here is the traditional definition. The starting point is the calculation of the 
following indicator: 


[4.1 x %K(5.3) + 2.5 x %K(14.3) + %K(45.14) + 4 x 96K(75.20)] 


I= Я 
11.6 


which is nothing more than a weighted combination of stochastic %Ks of different 
lengths with different weights. 
Then one calculates the simple moving average of / at nine bars. 


mm = Average [9](/). 
The Cycle indicator is the difference between these two quantities: 
Cycle — 7 — mm. 


For those adept to fast trading, however, the traditional formula contains 
durations that are too high, and therefore the indicator in this form slows down 
too much the reactions. Therefore, it is better to use the Sam numbers with only 
three stochastics: (5.3), (9.5), and (17.9). For the weights, still itis convenient to use 
the Sam numbers 3,5,9, and the Sam weighted combination of the three stochastics 
will be divided by another Sam number: 17. 

We stop here, without calculating the difference with the moving average, as in 
the traditional formula, because it would introduce additional unnecessary delays. 
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Fig. 13.1 Cycle 
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The result! on the Dax index is shown in Fig. 13.1. 


Fig. 13.2 Cycle 


1 See the spreadsheet Cycle. 
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As an indicator, Cycle in our version looks quite good, very responsive, with 
minimal delays. 

If you want, it is not useless to calculate a simple normalized Cycle Stochastic 
indicator at five bars.* The result is shown in Fig. 13.2. 

Again the result is very good because the Cycle Stochastic in our version is 
rarely other than 0 or 100, and marks out clearly a downward trend when it is 0 and 
an uptrend when it is 100. 


? It is the %K formula applied to the indicator instead of the price series; see the spreadsheet. 


Сһар{ег 14 
The Trading Plan 


In general, it would advisable to never start a trading day without a trading plan. 

We have our price series and our stochastics, we know how to integrate them and 
make them interact, we know what we can expect from them, we also know how to 
predict—as far as possible—the course of the session that will come... let’s try to 
think, then, about what we reasonably expect to happen during the session that is 
about to open, and let us even pose ourselves the constraints to be observed in the 
various hypotheses. 

The trading plan should include: 


* A prediction on opening: If it is likely to be lower than yesterday's closing or 
higher. 

* A forecast on the session, if we expect an increase (compared to the opening) or 
а decrease. 

* Presumably at what level, and when, the maximum and minimum of the day 
might be encountered. 

* Therefore, when presumably a long position or short position could be taken. 

* Arough forecast of the expected starting price of the position, the amount of the 
stop loss and take profit calculated on the basis of the ATR (see). 

* What should be done if the stop loss should be violated or the take profit be 
achieved: Will we reverse the position? Will we wait for the next signal on the 
sidelines? Will we pyramidize, i.e., will we add to the position (when and why)? 
What else? 


Of course, to do all these predictions is not easy, and in general it is not even 
possible, but it would be good to abstain from operating in a particular day if one 
cannot guess at least a couple of the points just listed, because this would mean that 
the direction of the market is too uncertain, and so it would be better to wait and 
clarify one's ideas. Remember that markets always offer a second chance if the first 
is passing: do not rush too much. 


R. Di Lorenzo, How to Make Money by Fast Trading, Perspectives in Business Culture, 67 
DOI 10.1007/978-88-470-2534-9 14, (O Springer-Verlag Italia 2012 


68 14 The Trading Plan 


Another caveat: If at the opening there are elements that confirm your trading 
plan and then you start to realize it, never change it while it is in progress, because 
this would just result in big mess. 

Certainly it can happen that the market seems to agree with you at the beginning 
and then, immediately after, blame you; but that’s part of the trading activity. The 
stops are there to protect you from your mistakes. If you have reasonably operated 
under your protocol, you will lose little when you lose and earn a lot more when you 
earn. By changing the setting in the course of the work, the result is almost always a 
sure loss in a day that could have possibly adjusted itself. 

If the setting is done well, do not worry: your trade is protected against excessive 
losses and it is willing to bring home a good profit if the market gives you reason. 
Stick to it. 

Another recommendation: suppose you have decided, for example, to go long 
when the price touches 10.01 and suppose that the price is actually 10.01... there is 
no need that you stay ready with your finger on the mouse to click and send the 
order, because the price could even drop back to 10.00; take a few seconds to think: 
the decision has been made and then you will execute it, but nothing happens if you 
execute it at 10.02 instead of 10.01; waiting you might even get a better price. 
However, be careful: after a few seconds you have to send the order anyway, 
because that is what says to do your action plan. 


Сһар{ег 15 
Never Fight the Trend, the Trend Is Your Friend 


Apart from the lateral movements (or sideways or trading range), as a rule the 
market, as mentioned above, moves in trends, upward and downward. 

These trends are made of impulses (rally) in the direction of the trend and 
corrections in the opposite direction (Fig. 15.1). 

It is clear from our figure that we can go long in A and C but also to go short in B. 

It is not hard to believe that the chances of doing well by making operations 
contrary to the main trend (i.e., in our example, to go short in B) are thin, because 
there is not much room left in a correction. In fact, by construction it is: 


AB > BC. 


So, it’s the daily chart we have to look first to frame well in what type of market 
we are. 

Let’s make an example. 

In the daily chart below (Fig. 15.2), we are perhaps toward the end of a powerful 
uptrend, and if we blow up the last daily candle via a sampling at 15 min, the 
diagnosis is that of a lateral movement (Fig. 15.3). 

The more rational move would then be to wait for an overbought stochastic at 
15 min, and then short, given the fact that looking at the daily chart we expect a 
decline. 

This type of analysis should always be done: it is always necessary to get a 
precise idea of what is the trend underlying the fast moves that we intend to exploit. 

I repeat: never fight the trend! 

A clarification should perhaps be made: if you expect an overbought—for 
example—to short, are you not going against the trend? 

It all depends on what kind of movement the stochastic is signaling and what we 
are intending for trend. In general, we should a bit correct the popular saying and 
change it in the following: do not fight the main underlying movement, the current 
one or an anticipated one with sufficient confidence. The indication is more vague 
but more usable. 
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Fig. 15.2 Trends and lateral movements. Source: Saxo Bank 


For example, in Fig. 15.3 we have a very strong secondary rise (the last, almost 
all made up with white candles) in a broadening top, usually a sign of a turnaround. 
Going against this underlying—almost certain trend—by opening a long position in 
day trading could also be correct if you are able to peck a rally, but it certainly 
would not make any profit. 

In Fig. 15.4, what happened in the sequel is shown. 

One caveat: If your plan of action entails that you open a position contrary to the 
prevailing movement, then you may open it, but only when the activity is very 
low—which means low volume and low volatility—because otherwise you could 
be making an error: i.e., you could be interpreting as a moment of pause—waiting 
for the next turnaround—what in fact is the next real trend. 
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Fig. 15.4 Trends and lateral movements. Source: Saxo Bank 


Сһар{ег 16 
Double Sampling 


As mentioned, our basic protocol for fast trading entails to observe a chart sampled 
at 15 min, but sometimes it is useful also to look at a 1-min sampled chart. 

For example, in Fig. 16.1, sampled at precisely 15 min, the diagnosis is short, but 
there are already five black candles; it may not be the best time to short, because 
there could be a rebound that would make us suffer even if we were on the right side 
of the market. If we used a stop too tight, we might even be stopped out for no 
reason. 

So, to understand if there will be a short bounce or not, i.e., to refine our timing, 
it is useful to look at the chart sampled at 1 min (Fig. 16.2). 

As you can see the rebound is already underway, and we should wait to short; 
precisely we would expect the moment when the two stochastics—sampled at 
1 min—signal a downward movement again. 
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Fig. 16.1 Double Sampling. Source: Saxo Bank 
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Fig. 16.2 Double Sampling. Source: Saxo Bank 


Warning: do not abuse of this double reading, because the movements on the 
chart sampled at 1 min are sometimes really too abrupt. You can use it from time to 
time, but just to get confirmation, nothing more. 

I repeat: nothing more. 


Part II 


Сһар{ег 17 
Platforms in Parallel 


The platforms offered by the brokers typically are not programmable, i.e., one has 
to use the indicators provided by the broker and he can only change by hands their 
numerical parameters; in other words he can neither use a new indicator of his own 
nor optimize! the parameters of the indicators provided by the broker. This is a 
problem, but it has a solution, albeit slightly tiring (but only slightly) and a little 
expensive (but not pretty much). 

There are in fact on the Internet providers of intraday data at low cost,” and many 
of them allow you to build your own indicators, screening systems, and trading 
systems (we shall see what they are shortly). So one can observe the signals coming 
from the platform of the data provider and then he can pass the orders on the 
platform offered by the broker: not so complicated after all. There is a little 
slippage, but not so dramatic. 

To show how to construct an indicator of you own (and shortly some of my 
own), I will use the ProRealTime platform. Other sites allow very similar 
procedures. 

After registering (free) and have purchased the intraday data of interest (at 
reasonable cost; as said, the daily data are free), you will launch the complete 
platform. 

Probably, if you have not already done it, you will be asked to download Java: 
do it. 

Next you need to open the chart that interests you. 

Ask then to examine the lists of securities (Nasdaq, Forex, etc.), and look which 
one to choose: you will find the securities grouped by homogenous segments. 

Let's subsequently select from the drop-down menu, for example, the desidered 
category: Eurex Futures, and, within this category, let's select for instance the Dax. 
It will then be shown in the graph in Fig. 17.1. 


! [t consists in using an automated procedure to find out which are the numerical values of the 
parameters that provide the best equity value at the end of the observation period. We'll revert to it. 


? The daily data usually are free. 
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Fig. 17.1 Dax future. Source: ProRealtime 


Now, clicking on the wrench in the top left of the graph, we can add more 
indicators—such as simple moving averages, etc.—by opening the Add drop-down 
menu at the top of the new window that appears. 

For example, select Moving Average three times and each time choose the 
desired length through the window at the bottom right. For instance choose, as 
often we do, 17,9,3 (Fig. 17.2). 

The same result is reached by clicking on a small icon at the top right, where 
there is a graph sketched, entitled Indicators/Backtest. From this icon you can add 
other indicators such as the Stochastics and the RSI. 

Now, let's go to the second stage, which is aimed at selecting the securities that 
satisfy some condition that is of interest to us, for example, those that do possess a 
bullish configuration signaled by the moving averages. 

In the main menu of ProRealTime, click on View and then on ProScreener. Then 
select New ProScreener. Choose the name by which you will look again for your 
system in the future (e.g., Caymans), and put this name in the window at the top 
center. Then click on Assisted creation, so you will not have to write even one line 
of code (ProRealTime will do it for you). 

Select Conditions, then click on Add a Condition. 

Now click on the specific area of the graph containing the indicators (e.g., in this 
case, the moving averages) to which we will impose conditions. A window will 
open with a pull-down menu where we can then simply impose, for example, that: 


Moving Average 1 < Moving Average 2, 
Moving Average 2 < Moving Average 3. 


So we'll give our OK and in a new window we will select the Selection Criteria, 
then giving another OK. 
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Fig. 17.2 Moving averages. Source: ProRealtime 


Finally we will give an OK to: Generation of the code associated, and we will 
get the script: 


indicator1 = Average[17] (close) 
indicator2 = Average[9] (close) 
cl = (indicatorl <= indicator2) 


indicator3 = Average[9] (close) 
indicator4 = Average[3] (close) 
с2 = (indicator3 <= indicator4) 


SCREENER[c1 AND c2] ((close/DClose(1)-1)*100 AS "% Var 
ieri") 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


which is exactly the elementary screening system we wanted. 

To change the screening criteria, it is sufficient to overwrite directly the script 
with the changes, then clicking on Program validation. 

If we now select View/ProScreener from the main menu, we can select, in the 
two windows in the upper left and upper right of the PC screen, both the script we 
want to use and the list from which to select the single securities. 

After having made these choices, a list of securities will be shown that satisfy all 
the conditions we have imposed. 

Here ends the screening phase, i.e., the choice of the securities we were looking 
for. 

However, we are not so much concerned with the choice of the securities as with 
the next activity: i.e., to obtain the buy and sell signals in real time, in accordance 
with the indicators we have chosen or we have built, possibly by reading this book 
or other books or attending seminars, etc. 
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Fig. 17.3 Moving averages. Source: ProRealtime 


So we want to set up a management strategy (i.e., a trading protocol or a trading 
system) for a particular security chosen in the list we have selected in the screening 
phase, say ENI shares. 

Just Click then on ENI in the list and you will see the graph of that security with 
indicators (Fig. 17.3). 

To make things easier, we have removed the five bars moving average. 

We must now use the form ProBacktest, accessible by the icon with the little 
graphics we already know: /Indicators/Backtest. 

We then follow a procedure similar to the previous one: click on the tab 
ProBracktest and insert the name of the new system, for example, Caymans 1. 

Then choose the assisted creation of the script and select Add condition. 

Clicking on the graph Condition 0 will appear and we will ask (in this example) 
that there is a bullish crossover between the two moving averages by selecting the 
appropriate entries from the three drop-down menu that are on the right. 

With successive selections, in a similar way, we can include conditions on sales, 
on short selling, on repurchase conditions, on the amount of securities to be traded, 
and so on. 

The script, in its simplest form, would look like this: 


//TS Crosses of the Moving Averages 
REM Buy 


indicatori = Average[17] (close) 
indicator2 = Average[9] (close) 
c1 = (indicatori CROSSES OVER indicator2) 


IF cl THEN 
BUY 1 SHARES AT MARKET THISBARONCLOSE 
ENDIF 
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REM Sell 


indicator3 — Average[17] (close) 
indicator4 — Average[9] (close) 
c2 — (indicator3 CROSSES UNDER indicator4) 


IF c2 THEN 
SELL AT MARKET THISBARONCLOSE 
ENDIF 
//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


Never worry if you find words in Italian, if any: they will be irrelevant when used 
in the English version of the platform. 

Giving all the OKs that are required, finally click on Validate the Program, and 
you will have input and output signals shown on the graph (crosses for sales and 
green arrows for purchases) as in Fig. 17.4. 

We will deepen much this subject in the sequel. 

Applying to the real-time (intra-day) data the system you have just built, you will 
get the advices that you are interested in, obtained with the trading system that you 
like, including those trading systems that your broker cannot offer to you on its rigid 
platform. As said, you will turn to your broker just to send orders to the market. 

Let me conclude this part of the book by reproducing below the script that lets 
you create on ProRealTime our basic protocol, the one that selects all the securities 
that, in a particular moment, are in the long position as based on the Slow Stochastic 
17,9,3: 


// Screener; stochastic long 


indicatori = SmoothedStochastic[17,9] (close) 
indicator2 — Average[3] (SmoothedStochastic[17,9] (close)) 
c1 = (indicatorl >= indicator2) 


SCREENER[c1] (Variation AS "$ Var barra prec") 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 
and this one signals those that are in a short position: 
// Screener; stochastic short 


indicatori = SmoothedStochastic[17,9] (close) 
indicator2 = Average [3] (SmoothedStochastic[17,9] (close) ) 
c1 = (indicatorl <= indicator2) 


SCREENER[c1] (Variation AS "% Var barra prec") 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 
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Fig. 17.4 Moving averages. Source: ProRealtime 


As said, these screeners and the trading system above—if requested—will be 
sent to you free of charge on a MSFT Word page, and then you will be able to copy 
and paste them in the opposite ProRealTime window as explained a few paragraph 
above. 


Сһар{ег 18 
Elementary Smoothing: EMA 


We come now to a major category of indicators: those superimposed on the graph. 

In this category, the exponential moving average (EMA) is one of the very basic 
tools of technical analysis. 

It can be used exactly as a classic simple moving average of duration MM 
(5 bars, 17 bars, etc.), but it looks smoother and more readable. 

The EMA can be—ad often is—superimposed not only on the price chart but 
also on other charts, such those of the oscillators. Whenever you want to filter the 
signal by eliminating the noise, the EMA will do. 

We remember now what it is. 

The general formula is: 


EMA, = ЕМА,_1. (1 — a) +Р, :а, 


where: 


* EMA, is the value of the EMA at the bar number “л” 


* P,, is the closing price of the bar number “л 
* ais a parameter that is calculated as follows: 


2 
а= мм+1' 


MM being the value of the equivalent simple moving average (5 bars, 17 bars, 
etc.). 

The first value of the EMA is the closing value of the first bar. 

The EMA calculation has therefore, for the first few values, the aspect as shown 
in Table 18.1. 

Figure 18.1 shows both the simple moving average and the EMA both at 17 bars; 
the EMA is the one closer to the price candles. 

As you can see, the EMA follows better the price trend and is more timely than 
the simple arithmetic moving average; it is therefore recommended. 
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Table 18.1 EMA Price EMA 
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Fig. 18.1 The EMAs. Source: http://www.boursorama.com 


So let us memorize only, for the moment, the following setup shown on the CAC 
40 sampled at a 15 min rate, with the addition of three EMAs of duration 17,9,3 and 
the slow stochastic with parameters 17,9,3 (Fig. 18.2). 

We will use this setup very often. 
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Fig. 18.2 The EMAs. Source: http://www.boursorama.com 


Сһар{ег 19 
The Hull Algorithm 


The Hull algorithm is a kind of EMA presenting delays lower than those of a normal 
EMA. 

Basically you can find it on the Internet. 

It is perhaps one of the most efficient indicators currently available to identify 
the beginning and the end of trends. 

Hull starts from the consideration of a trivial sequence of rising prices, like as 
shown in Table 19.1, and he notes that the moving average at—say—9 bars, if used 
to estimate the price, shows a significant error (Table 19.2). 

As a matter of fact it provides, on the last bar, the value of 4.5 instead of the 
value 9. 

However, the error becomes less marked if, instead of considering 9 bars, we 
consider just 5 bars (Table 19.3). 

The “estimate” of 9 becomes 7 instead of 4.5, which is much better. 

The difference between the two “estimates” is obviously: 


7—45-—2.5. 


The idea of Hull is to add this difference to the shorter moving average, resulting 
in an estimate of the price of: 


742.5 = 9.5, 


which represents an even better approximation of the true value 9. 

The result obtained with the worksheet Hull is shown in Fig. 19.1. 

As you can see, the Hull moving average shows large overshoots—that is, 
almost abnormal reactions during the changes of the trend—but it follows closely 
the line of the price when we are in the presence of a trend steadily upward or 
downward. 

Let's make another example (Fig. 19.2). 

These figures also suggest that one actually could use the two EMAs with the 
Hull average as if they were a band or tape. 
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The reader is encouraged to experiment with this idea. 

The Hull spreadsheet has the aspect that is shown in Table 19.4 and provides an 
advice regarding the position (long or short) one should take according to this same 
Hull indicator. 

In the spreadsheet there is also a computation of what we call the Hull Oscillator, 
which is 1 if a long position is advisable and —1 in the opposite case; a zero reading 
means that one should stay on the sidelines (Fig. 19.3). 

Today it is immediate to replicate these algorithms on one of the many free 
platforms available on the Internet, for instance on the very good one, as said, 
offered by ProRealTime. 
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Fig. 19.1 Hull algorithm 
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Fig. 19.2 Hull algorithm 
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Table 19.4 Hull algorithm 
Bar Close EMA b EMAI Hull Hull osc. Advice: long Advice: short 


1 10.00 10.00 10.00 10.00 0 
2 9.97 9.99 10.00 9.99 0 
3 9.99 9.99 10.00 9.99 0 
4 10.00 10.00 10.00 10.00 0 
5 9.98 9.99 10.00 9.99 0 
6 10.00 10.00 10.00 9.99 0 
7 10.03 10.00 10.00 10.01 0 
8 10.02 10.01 10.00 10.01 0 
9 10.03 10.01 10.01 10.02 1 Long 
10 10.03 10.01 10.01 10.02 1 Long 
11 10.01 10.01 10.01 10.02 0 
12 9.99 10.01 10.01 10.01 0 
13 9.98 10.00 10.00 10.00 0 
14 9.99 10.00 10.00 10.00 0 
15 9.99 10.00 10.00 10.00 —1 Short 
16 9.98 10.00 10.00 9.99 —1 Short 
17 10.00 10.00 10.00 9.99 0 
18 10.00 10.00 10.00 10.00 0 
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Fig. 19.3 Hull algorithm 
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Fig. 19.4 Platform: ProRealTime 


A script for the Hull indicator to be used in ProRealTime is easily written: 


// Hull indicator 
AlfaB = 2/ (GGb+1) 
ТЕ BarIndex<GGb THI 


Ij 
Z 


EmaB = Close 

ELSE 

EmaB = EmaB[1] * (1-AlfaB) +Close * AlfaB 
ENDIF 


AlfaL = 2/ (ССІ + 1) 


ТЕ BarIndex«GGl ТН! 
EmaL = Close 


Ij 
Z 


ELSE 


Ема = EmaL[1] * (1-AlfaL) +Close*AlfaL 
ENDIF 


Dif f=EmaB-EmaL 
Hull=EmaB+Diff 


RETURN Hull COLOURED (0,0,255) AS "Hull indicator" 


// Add GGb and GG1 among the Variables with a default value 
of 5 and 9 respectively 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


This script may be easily translated into any other programming language 
commonly used in these types of platforms. 
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Fig. 19.5 Platform: ProRealTime 


As said many times, to those that will request it to renato.dilorenzol(2 gmail. 
com, a MSFT Word page will be sent containing this and the other scripts, in such a 
way that they will be easily copied and pasted on the ProRealTime platform—after 
having carefully read the instructions contained in the instruction manual of the 
platform itself. 

Graphically, on the EUR/USD currency pair at the time of writing the Hull 
indicator looks like as shown in Fig. 19.4 (dashed line), which filters very well the 
noise superimposed to the signal (i.e., the trend). 

Also a script for a Hull trading system is easily written, releasing a long signal 
when the indicator is increasing and a short signal when it is decreasing: 


// TS Hull 


GGb=B 
GG1=L 
Lag=Lago 


EmaB=ExponentialAverage[GGb] (close) 
EmaL=ExponentialAverage[GG1] (close) 


Diff=EmaB-EmaL 
Hull1=EmaB+Diff£ 


REM Acquisto 


indicator1 —Hull1 
indicator2 —Hull1 
c1 = (indicatori >= indicator2 [Lag] and GGb«GGl) 
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IF cl THEN 
BUY 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


REM Vendita allo scoperto 


indicator3 = Ни111 
indicator4 = Ни111 
c2 = (indicator3 <= indicator4 [Lag] and GGb<GG1) 


IF c2 THEN 
SELLSHORT 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


// Optimize В, Land Lago from3 to 31 in steps of 5 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


The application of the Hull trading system results in a good—though a little 
rocky, with large drawdowns—equity line (Fig. 19.5): 

In the upper window of the graph, the price behavior is reported and the arrows 
pointing downward represent a short sell signal, while those pointing upward 
represent a long purchase. 

In the lowest window, it is shown the same information in the form of a 
histogram. 

In the remaining window, the one in the middle, the equity line is reported, 
representing the amount of money earned by the system during the test period 
(1 year). 

In this example, the initial capital was USD 200,000 and the final one, after 
1 year, was USD 219,765 with a profit of USD 19,765. 

However, the system used an average of USD 285.000 approximately, which 
means a yearly return of little less than 9% net of commissions and slippage.’ This 
return may jump to a maximum 1,500% taking into account that on Forex—and on 
this currency pair—a margin as low as 0.6% shall have to be paid out. 

No need to reiterate that the scripts we have investigated, and that we have used 
on daily charts in our examples, can also be used on intraday charts with analogous 
success rates. 


! The system has been trained to take into account those two cost, in particular the slippage cost, 
caused by the fact that a signal received on closure can be executed only the next morning at open, 
at a price that may be consistently different from the one expected. 


Сһар{ег 20 
Systems Validation 


Trading systems typically are presented—as we ourselves have done—by showing 
the equity line optimized over a given period (Fig. 20.1): 

This is a presentation that can sometimes be partly misleading, because the 
optimization is done in retrospect, and then the final profit (248€ in the case above) 
has only partially a concrete opportunity to be obtained in practice. 

In general the differences are not excessive, but in some cases they may be 
unacceptable and therefore the following test—though cumbersome—may be 
recommended. 

The correct procedure for calculating an equity line that may be reproducible in 
concrete operations is as follows. 

Suppose we look in retrospect the operations of the trading system from 4.1.2010 
to 5.1.2011 (.е., from April 1 to May 1). Then: 


* Letthe trading system run on the data of the first month (April from 4.1.2010 to 
5.1.2010) and take a note of the final equity, which in this case decreased from 
100,000€ to 99,845€; 

* Launch the first optimization; 

* Subsequently, during the second month (May, from 1.5.2010 to 6.1.2010), run 
the system using the parameters (e.g., durations of indicators, etc..) resulting 
from the first optimization and 

* Take a note of the final equity (that of the second month, amounting to 100,112 
in this case), then 

* Re-optimize; 

* The optimum parameters that have been found in the optimization of April + 
May are then used during the month of June (from 1.6.2010 to 7.1.2010) and 
so on. 


The equity curve that is found is the one that it would have been possible to 
replicate more or less accurately with concrete operations on the market. 
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The curve that regards the example under consideration, interpolated with a 
parabola, is shown in Fig. 20.2. 

The data used are present in Table 20.1. 

The annual return is therefore a good 20%, rather appreciable. Repeating this 
performance every year for 10 years, it would be a stellar performance. 

In this case the value of Ё?—а parameter that measures how the results are 
statistically significant—is not very high; so the nice interpolation curve shown is 
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Table 20.1 Return 


: Commissions 0.1996 

calculations Minimum commission, € 2.95 
Slippage, days 1 
Security Fiat 
Average investment, approximately € 1,000 
Profit 219 
Days 395 
Return 22% 
Return, yearly 20% 


affected by some uncertainty. However, the number of sample data is quite low. 
Moreover, the amount of commissions can degrade the curve. In fact, with the 
commissions normally charged on CFDs, equivalent to 2 cents per piece flat, you 
get a more comfortable А? = 0.7458, the other conditions being the same. Also, the 
Spearman rank correlation test' assures that the hypothesis that the series of profits 
obtained is random can be rejected. 

It can therefore be concluded that the trading system examined in this case is 
reliable and reproducible. 

In spite of these dutiful cautious warnings, it must be said that, by experience, a 
trading system that demonstrates good with normal optimizations—like the ones 
we have run on the ProRealTime platform—only rarely may prove not being good 
enough if tested via a validation procedure like the one just introduced. 


! Kanji GK (1997) 100 Statistical tests. Sage, London. 


Сһар{ег 21 
ОЕМА 


Let us continue our review of the indicators that сап be usefully superimposed on 
the price chart, by illustrating the DEMA, developed by Patrick Mulloy. 

All the research of Patrick Mulloy focused on how to reduce the lags of the 
classical exponential smoothing averages in order to have indicators that, even 
when calculated over not too short periods, can closely follow the prices but without 
showing erratic movements. 

One of these indicators is in fact the DEMA, which stands for Double Exponen- 
tial Moving Average, and which is a combination of two exponential moving 
averages with the same smoothing constant. 

The first of these two averages is calculated on prices, the latter is calculated on 
the first moving average itself. 

The formula is': 


Dema = 2 x Ema (price) — Ema [Ema (price)]. 


DEMA is very easy to calculate: just double the first exponential average, 
computed on prices, and then subtract the second average, calculated on the values 
of the first one. 

Mulloy said that the effectiveness of this moving average consists in less lag 
with respect to a normal exponential moving average calculated on the same 
number of days. 

Is it true? 

It's certainly true, as shown in Fig. 21.1. 

The dashed line is the EMA (at 17 bars) and the solid line is the DEMA (at 17 
bars as well). 

A legitimate question that we may ask ourselves at this point is if there is indeed 
a benefit from using a DEMA instead of an exponential moving average calculated 
over a shorter time period. 


! See the spreadsheet Dema. 


R. Di Lorenzo, How to Make Money by Fast Trading, Perspectives in Business Culture, 99 
РОГ 10.1007/978-88-470-2534-9 21, © Springer-Verlag Italia 2012 


100 21 ОЕМА 


лежали NKEA RESDA 1Ano ~ Giornaliero ~ efi 
Prezzo 2 = © 2.900 


© ProRealTime.com Dati di fine giornata. 
ott nov dic 


ott 
Y p e = азаа 


Леша ли ях 
Prezzo ^ ^ > 2.900 


ProReafTime.com Dati di fine giornata. 
ott nov dic 


ott 
PY EXC - z = ‚айа а 


Fig. 21.2 Platform: ProRealTime 


The answer is that by speeding up our EMA we would get a line more or less able 
to replicate the performance of a DEMA, but at the cost of a movement much more 
erratic and less able to dampen the “noise” superimposed on prices. In Fig. 21.2, we 
have changed the length of our EMA to obtain a behavior as similar as possible to the 
average of Mulloy. You can see how, even if it is closer to the movement of the 
DEMA, our exponential smoothing now has a much more contrasted and irregular 
behavior. 

It is also interesting to note how, to get a behavior roughly similar, we had 
reduced the length of our exponential moving average to less than one third (5 bars 
instead of 17). 
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Mulloy presented his moving average implementing it in а very simple trading 
system, a simple MACD indicator in which he had replaced the three classical 
exponential averages at 26, 12, and 9 bars with three DEMA calculated on the same 
number of bars. 

The tests on the Nasdaq Composite index were made on a period between 
30 September 1988 and 27 August 1993 using weekly price bars. 

The results were clear: the standard MACD indicator generated a profit of 44.1% 
with 6 trades profitable and 6 that closed at a loss, while the DEMAs closed the 
simulation with a 83.8% profit, with 6 profitable trades and just 3 not profitable. 

So the new indicator was not only more profitable, but also was proved to be much 
more accurate and consistent as a higher percentage of transactions closed at a profit. 

The reason for this increased efficiency is due not only to the use of an average 
which is more reactive, but also to its ability to dampen false signals. The crosses 
between the averages occur less frequently because the wrong ones, those that are 
mainly due to the noise, have been avoided. 

The script for a trading system using DEMA is as follows: 


// TS Dema 


Lag=L 
Lunga=GG2 
Breve=GG1 


Emal=ExponentialAverage[Lunga] (close) 
Ema2=ExponentialAverage [Breve] (close) 
Demas=2*Emal - Ema2 


Rem acquisto 


indicatorl = Demas 


indicator2 = Demas 
c1 = (indicatori >= indicator2 [Lag] and GG1>GG2) 


IF cl THEN 
BUY 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


REM Vendita allo scoperto 


indicator3 = Demas 
indicator4 = Demas 
с2 = (indicator3 <= indicator4 [Lag] and GG1>GG2) 


IF c2 THEN 
SELLSHORT 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


// Optimize L, LB and BB from 3 to 31 in steps of 5 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 
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This system goes long when the DEMA starts growing and goes short when it 
starts decreasing. 

The results obtained on 1-year quotes of Apple are reported in Fig. 21.3. 

In this example, the initial capital was USD 200,000 and the final one, after 
1 year, was USD 205,047 with a profit of USD 5,047 obtained with zero leverage. 
However, the system did not use all the money at his disposal, but only an average 
of USD 40,000 approximately, which means a yearly return of little less than 13% 
net of commissions and slippage. 

Do not underestimate this result: remember that at the moment of writing it is 
more than four times the return of a 30-year US Bond and that a yearly return of 
20% is already a fantastic return, achieved only by very few people and, as a norm, 
not always by the same people each year. 

Very important: the more careful of you will have noticed that the lengths of the 
EMAs that constitute the DEMA in the example are not 9 and 9, but 28 and 28, even 
if this is true only for Apple in these days (for another security these values may be 
generally different). 

You may have noticed also that the decision whether the DEMA is rising or 
falling is taken looking at its value at a distance of 3 bars. 

We then realize that there are not generally valid values of the parameters of a 
trading system—i.e., parameters that are correct for all the securities—but a phase 
of optimization should always be necessary for each security. 


Chapter 22 
DEMAg 


At this point, it is not clear why the parameter 2 that appears in the formula of the 
DEMA: 


Dema = 2 x Ema (price) — Ema[Ema (price)] 


should not be also subject to optimization, giving and indicator which we may call 
the Generalized Dema (Demag). 
The script is almost identical to that of the DEMA: 


// TS DEMAg 


Lag=L 
Lunga=GG2 
Breve=GG1 
Parameter=pp 


Emal=ExponentialAverage[Lunga] (close) 
Ema2=ExponentialAverage [Breve] (close) 
Demas=Parameter*Emal - Ema2 


Rem acquisto 


indicator1 = Demas 
indicator2 = Demas 
c1 = (indicatorl >= indicator2 [Lag] апа GG1>GG2) 


IF cl THEN 
BUY 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


REM Vendita allo scoperto 


indicator3 = Demas 
indicator4 = Demas 
с2 = (indicator3 <= indicator4 [Lag] and GG1>GG2) 


R. Di Lorenzo, How to Make Money by Fast Trading, Perspectives in Business Culture, 103 
DOI 10.1007/978-88-470-2534-9_22, © Springer-Verlag Italia 2012 


104 22 DEMAg 


ТЕ с2 ТНЕМ 
SELLSHORT 1 SHARES АТ MARKET TOMORROWOPEN 
ENDIF 


// Optimize L, GG2 апа GG1 from 3 to 31 in steps of 5 and pp 
from 1 to 3 in steps of 0.5 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


and the result shows in general very attractive equity lines (Fig. 22.1): 

You will have noticed that for Apple in the time span examined the optimal 
value for the multiplier of the EMA (Price) turned out to be 3 (and not 2), the upper 
limit of the optimization interval. This suggests that such a higher limit might be 
usefully extended from 3 to 4, but in our example the result is the same, with 3 
showing again as the optimum value. 
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Сһар{ег 23 
ТЕМА and Sam’s TEMA (TEMAS) 


We have learned to build an EMA, do you remember? 

It is ultimately a way to filter and separate the signal from the noise. 

We have also seen how to build the DEMA, with a successive application of 
EMA onto itself. 

Let’s now go over. 

The TEMA was also introduced by Patrick Mulloy by answering the following 
question: what happens if we apply three times (hence the 7) the EMA filter onto 
itself, and then eventually recombine the results in some way? 

We will calculate first the usual EMA on the closing price and will denote it by 
EMA (price) or simply by EMA; then we will calculate the EMA of the EMA as 
done for the DEMA and will denote it by ЕМА(ЕМА); finally, we will calculate the 
EMA of the EMA(EMA) and will denote it by the ЕМА(ЕМА(ЕМА)). 

All the successive EMAs in the philosophy of Mulloy have the same length (nine 
in the case of the worksheet TEMA). 

How one could expect! the three EMAs form a sort of ribbon smoothed and 
delayed (Fig. 23.1). 

Mulloy’s idea is then to take the smoothest of the three, that is the EMA(EMA 
(ЕМА)), and add to it the difference between the first two in order to recoup some 
timeliness; but not only: to add timeliness, this difference is multiplied by 3: 


ТЕМА = ЕМА(ЕМА(ЕМА)) + 3 x (EMA — EMA(EMA)). 
In general, however, we will replace the 3 with a generic number N, which, as we 


shall see, may also be not an integer (at the time, however, let N = 3 to draw the 
following charts). 


! See the spreadsheet Tema. 
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Fig. 23.1 Ribbons 
We will call this indicator as Sam's TEMA, or TEMAS: 
ТЕМА = EMA(EMA(EMA)) + N x (EMA — EMA(EMA)). 


The comparison between EMA and TEMAS is decidedly in favor of the latter 
(Fig. 23.2). 

The trend in prices is followed more closely and with minimal delays, a feature 
which is quite important when working in a fast trading mood. Also the smoothing 
characteristic of the normal EMA is not lost. 

How do we now transform the TEMAS in a trading protocol? 

There are many solutions. For instance nothing prevents us from using two 
TEMAS exactly the same way we use two EMA, buying and selling on their crosses. 

For example, using two TEMAS with N — 3 for both, but the first built on a 
nine-bar EMA and the second built on a five-bar EMA, we obtain the graph as 
shown in Fig. 23.3. 

And we might buy and sell on the intersections of the two TEMAS, exactly? as if 
they were two EMA; the performance of the equity in the example is shown in 
Fig. 23.4, very good indeed. 

But one has to be warned that this trading system is enormously sensitive to 
slippage, i.e., to the delays incurred once one gets a signal and then launches an 


? One goes long when the short EMA crosses from below the long EMA, and vice versa. 
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23.3 TEMAS 


order. For example, in the previous case, if the delay is a daily bar, the equity line is 
destroyed (Fig. 23.5). 

АП this is not a big problem in intraday trading, because the percentage differ- 
ence in prices between a bar and the following one is not that sensible, but it is a 


108 23 ТЕМА and Sam’s TEMA (TEMAS) 


Equit 
12000 де 


10000 


8000 


6000 


4000 


2000 


—— Equity line 


РНИИ ТТТ ТТТ ТТТ ТТТ ТТТ ТТТ 


1 10 19 28 37 46 55 64 73 82 91 100 109 118 127 136 145 154 163 172 181 190 199 208 217 226 235 244 253 


Fig. 23.4 Equity line 


Equity 


12000 


10000 


8000 


6000 


4000 


2000 


136 145 154 163 172 181 190 199 208 217 226 235 244 253 


-2000 


— Equity line 
—— Equity line d 


-4000 


Fig. 23.5 Equity lines 


serious problem, however, in daily trading, where this difference could easily be 
more than one point percentage. This phenomenon is more or less true for all 
trading systems. This is why, when using a trading system with a daily sampling 
rate, one should always connect to the market a few minutes before the close, 
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observe the prices, then put those prices into the trading system as if it were the 
closing price. The trading system then will tell what to do: sell, buy, do 
nothing. . .and one will have a few more minutes left to execute the order at the 
current price, more or less the one that triggered the buy/sell/do nothing signal, 
suffering only minimal slippage in this way. 

By using in the TEMAS other values for N (instead of 3), one can possibly 
improve the performance of the trading systems. 

In the example on the Dax contained in the spreadsheet TEMA, the final equity is 
9,622.70. 

If now from the main menu of Excel we use the sequence Tools/Seek Goal and 
we require that the final equity (cell P4) is at least 9,700, you get the value 
N = 2.822090339 with a final equity of 9,777.86. 

This procedure, as we already know, is called optimization. 

A simple version of a trading system based on TEMAS is contained in the 
following script. 


// TS TEMAS 


Emal=ExponentialAverage[D] (close) 
Ema2=ExponentialAverage[D] (Emal) 
Ema3=ExponentialAverage[D] (Ema2) 


Temal=Ema3+Parameter* (Emal-Ema2) 


REM Acquisto 
D=dd 

L=lag 
Parameter=pp 


indicatorl = Temal 
indicator2 = Temal 


cl = (indicatorl >= indicator2[L] ) 
IF cl THEN 

BUY 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


REM Vendita allo scoperto 


indicator3 = Tema1 
indicator4 = Tema1 


c2 = (indicator3 <= indicator4[L]) 

IF c2 THEN 

SELLSHORT 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


// Optimize dd and lag from 3 to 31 in steps of 5 and pp from 
1 to3 in steps of 0.5 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 
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where the signal is long if the TEMAS is growing and it is short if it is 
decreasing. 

The performance of this trading system optimized on McDonald’s is shown in 
Fig. 23.6. 

One caveat: Many emphasize the importance of the drawdown, i.e., the momen- 
tary descents of the equity curve, but if one follows the advices given later in this 
book about the minimum amount that, to trade, it would be good to have one’s 
current account, the drawdown should not worry much. If it does, this is because 
those minimum requirements are not met, and for those people it would be 
advisable not to trade at all, because it is very likely that their account will be 
wiped out in any case, as explained later. 


Сһар{ег 24 
Zero Lag—TSZ—Sam’s Comb 


The zero-lag technique—proposed by Joe Sharp—is still another method intended 
to decrease as much as possible the delays that inevitably are associated with a 
moving average. 

We will apply it to the TEMAS and we will call the result TSZ (Sam’s TEMA 
with zero lag). 

This is a very simple formula, with the quotes filtered twice as in the DEMA 
case. The first time the quotes are used as such by computing the TEMAS(CLOSE), 
that is, the TEMAS on closing prices; then the second time the TEMAS is 
calculated on the TEMAS(CLOSE), an operation that we will denote with 
TEMAS(TEMAS). 

Having done this, the TSZ is easily calculated! with a small intermediate step: 


Difference — TEMAS(CLOSE) — TEMAS(TEMAS), 
TSZ = TEMAS(CLOSE) + Difference. 


As can be seen from Fig. 24.1, the TSZ is definitely the best between the EMA 
and the TEMAS because it identifies with precision and without delay the spikes in 
the price series. Also it remains sufficiently smooth. 

At this point, Sam thought that the TSZ, rather than as a normal moving average, 
could be used more efficiently by detecting its cusps. 

A cusp with the apex pointing up implies a short advice, while a cusp with the 
apex pointing down implies a long advice. 

Having said that, Sam has built a simulation (see the already mentioned spread- 
sheet), and the result, which we call the Sam's Comb, is shown in Fig. 24.2. 

The vertical impulses are the signals that this trading system provides: long for 
the dashed pulses and short for the solid ones. 

As you can see, it seems quite unconceivable to do any better. 


! See the spreadsheet TEMA zero lag. 
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Part Ш 


Сһар{ег 25 
Sam's Hound 


Our friend Samuel Monk has begun to study the simplest idea which is found in 
technical analysis: that of a moving average which differs from the price (one way 
or another) when a trend starts and that reconciles with the price when the trend is 
over. 

The shortcomings—although often too dramatized—of this simple trading sys- 
tem are known and should not even need to be recalled: especially the fact that in a 
phase of lateral movement the false signals abound. Another typical problem is that 
the intersection between the moving average and the price graph occurs after the 
maximum (or minimum) of the graph has already appeared. In Fig. 25.1, for 
instance, the maximum price is in A, but the crossing takes place later in B. 

Also Welles Wilder has experimented with this problem, designing the Parabolic 
SAR—that is found in almost all sites of technical analysis—but without adding 
significant improvements. 

Maybe that Samuel Monk, thinking and rethinking, has given birth to something 
good, that he has called Sam's Hound. A hound because, as we shall see, it runs 
after the maximum (or minimum). 

If we take note of the distance between the price and its moving average, at the 
intersection this distance is zero and it has a maximum a little later then the middle 
of the trend. In other words, this distance has a maximum when the price has a 
maximum (point A in Fig. 25.1) and then descends and at the crossing reduces to 
Zero (point B). 

Sam's idea is then to try to predict the maximum point (point A) and there 
suddenly reduce to zero the length of the moving average, thus anticipating the 
intersection. 

Since the price charts, however, are not regular, but have a zigzag behavior, the 
problem lies in credibly anticipating the point of maximum. 

When a maximum is really a maximum? 

The only plausible way is to use statistics and calculate first at each point the 
percentage distance that exists between the price and its moving average, then 
calculate the average value of this distance on the last—say—ten bars, finally 
assume that we are still in the presence of a trend when the distance between the 
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price and the moving average is above the average of the last ten bars. When this 
happens, we will have to watch mainly to the progress of our moving average. 
When it does not happen, however, we will assume that the trend is over, and we 
will suddenly reset the duration of the moving average; then, instead of watching 
the moving average, we will simply observe only the price chart. 

The appearance of the first rows of the worksheet Sam's Hound is presented in 
Table 25.1, and a typical chart is shown in Fig. 25.2. 

As you can see, where there are trends, Sam's Hound remains well away from 
the price line, but then it suddenly accelerates toward the intersection with the price 
line when the trend is showing signs of exhaustion. 

This first Sam's Hound, therefore, in this respect behaves well. 

But there is still a problem, the usual: lateral movements abound in false signals 
and the remedies are not many. 

The less adventurous remedy is the measurement of the price volatility, and 
relieving the Hound from entering in action when the volatility is low, indicating 
thus the existence of a lateral movement. 

The volatility of the prices is measured easily with their standard deviation, 1.е., 
using for instance the Excel function: 


= ST. DEV(). 


So at any point we will measure the price volatility using this function, and we 
will not use the Hound where it is lower than its average calculated on the last— 
say—five bars. 

The part added to the worksheet for this scope is presented in Table 25.2, and 
two typical charts are shown in Figs. 25.3 and 25.4. 
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Table 25.1 The hound 
Bar Open High Гом Close EMAP 4(%) Average (%) Sam's Hound rough 


1 10.01 10.01 9.97 9.98 9.98 0.00 
2 9.97 9.99 9.96 9.98 9.98 0.00 
3 10.00 10.00 9.97 9.98 9.98 0.02 
4 10.09 10.12 1008 1010 10.00 1.02 
5 10.10 10.12 10.07 10.07 10.01 0.68 
6 10.06 10.09 9.92 9.95 10.00 0.53 
7 9.95 10.00 9.93 9.98 10.00 0.20 
8 9.97 9.99 9.94 9.95 9.99 0.45 
9 9.93 9.95 9.91 9.94 9.98 0.47 
10 9.93 9.95 9.82 9.83 9.96 1.37 0.47 9.96 
11 9.85 9.88 9.83 9.85 9.95 1.01 0.58 9.95 
12 9.84 9.86 9.83 9.84 9.94 0.98 0.67 9.94 
13 9.84 9.86 9.81 9.82 9.92 1.01 0.77 9.92 
14 9.83 9.83 9.82 9.83 9.91 0.78 0.75 9.91 
15 9.85 9.86 9.83 9.85 9.90 0.58 0.74 9.83 
16 9.85 9.87 9.84 9.87 9.90 0.29 0.71 9.85 
17 9.85 9.89 9.82 9.87 9.89 0.25 0.72 9.87 
18 9.87 9.88 9.84 9.85 9.89 0.42 0.72 9.87 
19 9.84 9.86 9.80 9.82 9.88 0.59 0.73 9.85 
20 9.80 9.83 9.79 9.80 9.87 0.76 0.67 9.87 
Sam's Hound 

10.30 
10.20 
10.10 
10.00 4 

9.90 

9.80 

9.70 
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Fig. 25.2 The hound 
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Table 25.2 The hound 
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Sam's Hound rough 
9.96 
9.95 
9.94 
9.89 
9.90 
9.89 
9.88 
9.92 
9.94 
9.93 
9.95 
9.93 
9.92 
9.93 
9.93 
9.93 
9.94 
9.96 
9.97 
9.99 


Volatility (%) 


3.00 
3:17 
3.30 
3.43 
3.51 
3.20 
2.77 
2.39 
2.15 
2.59 
2.59 
2.31 
2.22 
2.08 
1.79 
1.05 
3.90 
5.39 
6.81 
8.20 


Av. vol. (%) 


3.28 
3.32 
3.24 
3.06 
2.80 
2.62 
2.50 
2.41 
2.37 
2.36 
2.20 
1.89 
2.21 
2.84 
3.79 
5.07 


Sam's hound 


9.90 
9.88 
9.92 
9.94 
9.93 
9.95 
9.95 
9.92 
9.93 
9.93 
9.93 
9.91 
9.94 
9.96 
9.97 
9.99 


Sam's Hound 


— Prezzo 


—— Sam's Hound 


Fig. 25.3 The hound 
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Sam's Hound 


—— Prezzo 
—— Sam's Hound 


Fig. 25.4 The hound 


As you can see, the Hound during lateral movements disappears (in the sense 
that its path coincides with that of the price) only to reappear in the presence of a 
trend. 

So it seems pretty good the Hound's ability to remain in the market during the 
trends that are very long lasting, the only ones that can let you make really 
profitable trades. 


Сһар{ег 26 
АТК 


It’s now time to explain what the АТК is and how to calculate it. 

It is a fundamental parameter for scalpers, and generally for those adept to fast 
trading. It will also be good to recount its genesis. 

Asset Allocation is the body of disciplines that attempts to answer the following 
question: how much of each security or class of assets should be present in our 
portfolio? 

Perhaps, the most reliable method to date is still that of the turtles, a famous 
experiment of the 1980s whose chronicle is easily found on the Internet. 

In mid-1983, in fact, Richard Dennis, a commodities trader, had a dispute with a 
longtime friend, Bill Eckhardt, on the following problem: the trading techniques 
can be taught, or are they pure instinct? 

Said and done, they recruited 13 people from a list of more than 1,000 who 
responded to an advertisement in Barron’s, The Wall Street Journal and The New 
York Times, then they taught them what they knew during 2 weeks of full 
immersion. Later they gave them a little real money on an account one for each 
of them, observed them working for a month, and then assigned to each from 
$500,000 to $2,000,000. 

The students were called the turtles. 

In the following 4 years, the turtles are said to have earned an average of 80% per 
year. 

Richard Dennis had shown that a simple set of rules (or trading protocol, if you 
prefer), provided to people who had no experience of the markets, could make them 
excellent traders. 

The rules given to the turtles—as said: easily found on the Internet—have no 
particular elements new to the public today. The only really original part is called 
position sizing, which was derived by a concept by Dennis and Eckhardt, heavily 
relying on price volatility. 

Let’s see what it is. 

Let: 
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Н = maximum of the current session 
L = minimum of the current session 
PDC = close of the previous session 


The True Range is defined as 
TR = Max (Н — L, H — PDC, PDC - L). 


So the True Range is the maximum value of the following differences: 


H-L 
H — PDC 
РОС — L 


Once the TR has been calculated for each session, an exponential moving 
average (EMA) at 20 bars is computed on it, and this value (called Average True 
Range) is indicated by ATR: 


ATR = ExpMovingAverage20 (TR). 


More precisely, let 


then 
ATR = (1 — a) х ATR_; +a x TR, 


where ATR. , is the value of the ATR in the previous session. 

This is a recursive formula and then one must come up with a value of ATR to 
start. The easiest way is to use as initial value a simple—not exponential—20 days 
moving average, or one can just use the first value of TR. 

The aspect’ of ATR computed on 1 year of Mediobanca shares at the time of 
writing is shown in Fig. 26.1. 

The ATR, in the scheme of the turtles, is the volatility of the market price; so if 
you multiply it by the Dollars for Point, which is what it is worth in dollars (or 
euros, or a currency whatsoever) every point of the security quote, one obtains the 
so-called Dollars Volatility: 


Dollars volatility — ATR x Dollars per point. 


! See the spreadsheet ATR. 
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АТВ 
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Fig. 26.1 The ATR 


Please note that the turtles only worked on commodities futures, and so there 
was no identity between points and dollars (while for normal shares the dollars per 
point are just 1). 

The turtles then made up their positions always working with a fixed number of 
contracts, and this number was what they called a Unit. Each unit was sized so that 
one point of ATR represents 1% of the position; then 


-— 196 of the position 
Unit size — : P 


Dollars volatility ` 


The behavior of the unit size (in number of shares) in the Mediobanca example 
above is shown in Fig. 26.2. 

To understand better, let’s take an example from a famous article that is found on 
the Internet. 

Suppose you refer to a daily session and that on a given day ATR = 0.0141; 
suppose the position is one million dollars; suppose that we are dealing with the 
futures on heating oil, which is worth—at least then it was worth—US $42,000 per 
point; then the value of the Unit is 


(1% x 1,000, 000) 


= 16.88 ~ 17. 
(0.0141 x 42, 000) 


Unit size = 


So the turtles bought and sold futures contracts on heating oil at 17 contracts at a 
time. 
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Unit Size 


— — Close 
— Unit Size 


1 10 19 28 37 46 55 64 73 82 91 100 109 118 127 136 145 154 163 172 181 190 199 208 217 226 235 244 253 


Fig. 26.2 Unit size 


Turtles recalculated the value of the Unit every Monday and held it valid for the 
whole week. 

To make you understand further the concept that underlies this philosophy, I 
have altered the formula, 


(1% x 1,000, 000) 


Unit size — 
m SITE = (0.0141 x 42, 000) 


— 16.88, 


in this way 
16.88 x (0.0141 x 42,000) = (1% x 1,000, 000). 


It is the same formula, but now it tells us that if we use 16.88 contracts and the 
market price now varies exactly of the amount of the volatility (ATR) expressed in 
dollars, we have a profit or a loss of exactly 196 of the size of our position. 

So the position sizing of the turtles was nothing but a formula to force to 
diversify the portfolio with a highly controlled risk, so that the possible daily loss 
was not heavily thrilling to the trader, except in very exceptional cases. 

It must be said finally that the turtles operated on daily charts, not intraday 
charts. So for those who work intraday, the length to be considered for calculations 
is no longer a day, but the session actually used: for example, 60 min. We will revert 
to this point; however, here we can say that in such a case the counts are better made 
on the previous day and used in the current day. The practice of each trader will then 
make changes to this protocol that will appear plausible and convenient on a case by 
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case basis. The important thing is that once we have reached a logical framework in 
which to move, the rules that we ourselves have dictated are followed in a strict, 
inflexible way. 

The stop-loss of the turtles were placed at a 2 x ATR distance from the entry 
price, but later on we will elaborate also on this aspect. 

The turtles system is therefore a system of asset allocation, perhaps still the best 
known, much more realistic—though not as comprehensive—than those derived 
from the Capital Asset Pricing Models and the like. The unit size automatically 
determines how much to invest in risky assets and hence, consequentially, how 
much in riskless assets (essentially AAA rated bonds). 

For example, with a position of 12,000€, the daily volatility of Assicurazioni 
Generali shares over the past 2 years, at the time of writing implies that the unit size 
is of 212 shares for a total of 3,203€, or 27% of the position. Then 73% of the 
capital shall be invested in bonds in order to have a daily risk that amounts to <1% 
of the 12,000€ position, i.e., 120€/day. 

It may be a cause of perplexity the fact that the unit size is calculated as a 
percentage of the value of the contract, when in reality what we have invested is the 
margin. However, it should be remembered that the two quantities are related: 


Capital employed = margin in % x value of the contract, 


so if you want to risk a sum expressed as a percentage r of the capital employed 
(i.e., the margin), the corresponding percentage c of the contract value is easily 
obtained; since 


сх value of the contract = г (margin in % x value of the contract), 


hence 


с 
= (margin in %) ` 


If, for example, the margin, as is usual for a CFD, is 2.5% and c = 1% (the 
percentage used by the turtles), you are risking: 


0.01 
cs 


= —— = 4 
0.025 ve 


on the real capital employed (i.e., the margin). 

The numerical relation between the two quantities in this case is presented in 
Table 26.1. 

It will be good to think out carefully to this table, because there are percentages 
higher than 100%, i.e., above the capital invested. 
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Table 26.1 Risk 


г versus с 
Margin 2.5% 
c (96) r (96) 
0.2 8.0 
0.4 16.0 
0.6 24.0 
0.8 32.0 
1.0 40.0 
1.2 48.0 
1.4 56.0 
1.6 64.0 
1.8 72.0 
2.0 80.0 
22 88.0 
2.4 96.0 
2.6 104.0 
2.8 112.0 
3.0 120.0 
32 128.0 
3.4 136.0 
3.6 144.0 
3.8 152.0 
4.3 172.0 


The calculation in the style of the Turtles of the number of contracts to be used 
on Forex, because of the presence of the exchange rate, requires a little 
modification.” 

Let C be an exchange rate (as an example, for the €/$ it might be C = 1.3331) 
and let 5$ be the dollar value of the contract; for example: Ss = $100,000. The 
contract value in euros will be 


= 


Se С 


Let the АТК be the average true range of С, and suppose that the exchange rate 
actually changes in a manner equivalent to the ATR; the new exchange rate will be 


С = С + АТВ 
and then the new value of the contract in euros is 


€ C (С+АТВ)’ 


? See the Position sizing on Forex spreadsheet. 
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Table 26.2 Number of Asset EUR/USD 
contracts 
Quote 1.3331 
ATR 0.0124 
Contract size 100,000 USD 
Contract size 75,013 EUR 
New quote 1.3455 
New dimension 74,322 
Change in dimension 691 
Risk 1.0% 
Risk 750 
No. of contracts 1.09 
with a change in the value of the contract of 
Ss Ss 
Абе = Se — Se == 
€ 2e 2€- C (C+ATR)’ 
or 
1 1 
ASe = S5 |=- ——— l. 
"IC. (С+АТЕ) 


Let N be the number of contracts, we want that the total change of the value in 
euros: 


N x ASe, 
be 1% of the contact value: 


N x ASe = 1% x Se, 


hence 
Se 
N=1 — 
E! 
or, finally 
1 
№ = 1% x ШС) 


[1/C — 1/(С + ATR)] 


As you can see, N does not depend on the dimension 5$ of the contract but only 
on the exchange rate and the ATR. 

Some computations with ATR — 0.0124 are presented in Table 26.2. 

As you can see, the number of contracts in this numerical example differs only 
insignificantly from the unity, but this may not be always the case: pay attention. 


Сһар{ег 27 
How to Download Ше Data 


We have said that the parameters we are describing are not always found on all the 
platforms; so we may be using a platform that does not show the ATR or some other 
indicator. 

Let us examine the daily case only (from which the intraday calculations can 
often be traced back, as will be seen). 

So, where to find for free the data to import into our spreadsheet? 

There was a time when this question had no answer. Now Yahoo! largely 
compensates for the need; on the website: http://finance.yahoo.com/ just write the 
name of the security in the Get Quotes window, then select Historical Prices; chose 
the Start Date and the End Date between which you want to be shown the historical 
prices; select which kind of sampling do you want (daily, weekly, etc.), then click 
on the Get Prices button. 

After that you can download the requested prices by clicking on Download to 
Spreadsheet at the end of the page. 

Two warnings: 


* For non-English speaking people, to download the data in proper form you have 
to previously change the language in your PC Control Panel, choosing the US 
English option, reminding that instead of a comma you have always to use the 
point: the rest of your spreadsheets will not even notice the difference. Also the 
dates will have to be in American form (month/day/year). 

* The data will be downloaded with the most recent at the top of the columns, but 
you will need to have it at the bottom, and therefore you will have to reorder the 
data with the proper spreadsheets commands before using them. 


Beware also that it may seem that the file is not there, because it has a CSV 
extension. Just save it back as a MSFT Excel file. 

The aspect of the table is shown in Table 27.1. 

The dates are in American format, as said, with the month before the day, and the 
last box shows the Adjusted Close—p that is: adjusted for capital gains and 
dividends—and this is the column which mostly we will be interested in. 
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Table 27.1 Prices 


27 How to Download the Data 


Dates 
9/7/1984 
9/10/1984 
9/11/1984 
9/12/1984 
9/13/1984 
9/14/1984 
9/17/1984 
9/18/1984 
9/19/1984 
9/20/1984 
9/21/1984 
9/24/1984 
9/25/1984 
9/26/1984 
9/27/1984 
9/28/1984 
10/1/1984 


Open 
26.5 
26.5 
26.62 
26.87 
27.5 
27.62 
28.62 
28.62 
27.62 
27.12 
27.12 
26.87 
26.5 
26.12 
25.75 
25.75 
25 


High 
26.87 
26.62 
27.37 
27 
27.62 
28.5 
29 
28.87 
27.87 
27.37 
27.87 
27 
26.5 
27.25 
25.87 
25.75 
25 


Low 


26.25 
25.87 
26.62 
26.12 
27.5 
27.62 
28.62 
27.62 
27 
27.12 
26.5 
26.62 
26.12 
25.75 
25.75 
24.62 
24.5 


Close 


26.5 
26.37 
26.87 
26.12 
27.5 
27.87 
28.62 
27.62 
27 
27.12 
26.87 
26.62 
26.12 
25.75 
25.75 
25.12 
24.5 


Volume 

2,981,600 
2,346,400 
5,444,000 
4,773,600 
7,429,600 
8,826,400 
6,886,400 
3,495,200 
3,816,000 
2,387,200 
3,591,200 
2,833,600 
5,977,600 
3,987,200 
3,796,000 
8,344,800 
3,521,600 


Adjusted close 
3.02 
3.01 
3.07 
2.98 
3.14 
3.18 
3.27 
3.15 
3.08 
3.09 
3.07 
3.04 
2.98 
2.94 
2.94 
2.87 
2.8 


On Yahoo, almost all the quotes that we might need are found, i.e., share prices, 
index quotes, etc. As regards the Forex, unfortunately to our knowledge we must 
turn to other sites, usually for a fee. 


Сһар{ег 28 
The Stops 


Often the position that one takes as a result of the use of a good trading system turns 
out to be the correct one. 

However, sometimes, it would have been correct if only one had waited a little 
longer instead of rushing to give orders. 

Timing counts, of course, and counts a lot, without wanting to even sustain that 
timing is all. 

The problem is that when you trade you are under stress. 

It is not the same thing to see the breakage of a support when you are out of the 
market and see it when you are long that security. In this case, that is, if you are long 
and see a broken support, what do you do? Do you close the position at a loss and 
then maybe you see the price that later increases again undeterred? Do you wait, 
and then maybe you see the price that falls like an exhausted rocket? Or do you 
reverse the position by closing the long one and then going short? 

Very often you are uncertain even despite the clarity of the signals, and you end 
up losing more than you should. 

Very similar to this problem is that of the use of the stop loss order. 

It often happens that the position taken is the right one, but the fluctuations in the 
market are such that the stop order is executed, but just to see that the market, 
immediately after, tracks back to the right position. 

If our trading system continues to advice us to keep the same position as before, 
however, we will open the same position back again, and this may happen several 
times during the session making unnecessary losses accumulate. In the end, if 
indeed the position was the correct one, we are going to be rewarded, but we 
have to account for a lot of losses just due to the perforation of the stops and then, on 
a movement, say, of 1,000 points, we will have brought home only 50 or 60 points. 

As mentioned, you might think that having a good trading system should be 
enough to make money, but it is not so. Having a good trading system is only half of 
the story. A good trading system in itself is not enough because when opening a 
position there is always the danger that at the moment the system it is suggesting a 
losing move. Nothing wrong in the medium term because if the trading system is 


R. Di Lorenzo, How to Make Money by Fast Trading, Perspectives in Business Culture, 131 
DOI 10.1007/978-88-470-2534-9 28, © Springer-Verlag Italia 2012 


132 28 The Stops 


good, a momentary bad loss will be followed by many gains that will compensate 
for it, but the losses procure always much psychological trouble and often cause the 
abandonment of a system that, instead, in itself maybe quite good. We know that the 
negative feeling deriving from a loss of, say, USD 1,000 is much more compelling 
than the positive feeling deriving from the gain of the same amount. 

So the management aspect of the inevitable losses is just as important as having a 
trading system that works, exactly as it would be useless to have a good system of 
risk management without having a good trading system. Let’s say that the impor- 
tance of the two is 50% for each. 

To have a good system of risk management, let’s still remember and deepen a bit 
the concept of the volatility in the style of the turtles, about which we have already 
spoken. 

In general, volatility is calculated as the difference between the closing values of 
two consecutive bars: 


Volatility = Close, — Close,_1. 


This definition of volatility however does not take into account the excursion of 
prices within the bar and the fact that there may be gaps between the different bars. 
The Turtles then calculated volatility in a way already mentioned and that I have 
formally simplified as follows: 


TR = max(0,H,L,C,Cn-1) — min(O,H,C,L,Cy-1). 


TR is called the True Range and corresponds to the difference between the 
maximum and minimum values of the five which are as follows: 


Open 

High 

Low 

Close 

Close of the previous bar 


Normally, however, the TR is very hysterical and mostly illegible, as shown in 
Fig. 28.1. 

And then it is convenient to smooth it with an EMA, for example, at five bars 
(the turtles, as seen, used 20 bars). This provides us with the ATR (Average True 
Range) which is used instead of the TR. The indicator now appears much more 
readable (Fig. 28.2): 

The stop loss is placed at: 


Entry price +n x ATR. 


For entry price it is intended the average price at which we have opened the 
position, taking also into account the prices at which we have subsequently 
increased or decreased the position itself. 
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Fig. 28.2. ATR. Source: Saxo Bank 


Obviously, in the calculation of the stop we will use the sign + (plus) when we 
are short of the position, because the stop will be positioned above the entry price, 
while we will use the sign — (minus) in case of a long position. 

The value of n is usually either 1 or 2: that is, the stop loss is far from the price 
one or two times the volatility as measured by the ATR. I recommend using: 1. 

You cannot use n < 1, because in this case the inner volatility of the price would 
cause to happen just what I said earlier: even if the position is right, yet the simple 
inner volatility of the security would trigger the stop order and turn a good trade into 
a mediocre one or even into a bad one. 
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If you are eventually taking a position contrary to the trend (long in a downtrend 
or short in an uptrend), this is the only case in which you might use n = 0.80, 
because it is convenient not insisting too much on positions of this type; as it is said: 
never fight the trend, the trend is your friend. 

The rationale of these propositions is easily identified: within the range defined 
by the ATR, the swing in prices is to be considered normal and therefore one should 
not worry about it. Just in case if the price exits the area defined by the ATR, it will 
be the case to decide what to do, not before. 

Once in position and once the stop loss has been set, it has to be respected, 
because, in most cases, if the stop loss should be punctured, remaining in place 
would cause our losses almost certainly to increase. 

The amount of the stop, given the fact that the ATR is variable, does not remain 
fixed. In principle it is recalculated every 2 or 3 days, and in this way it becomes a 
trailing stop, i.e., a stop that moves along the trend to defend the profits that may 
have been made in the meantime. So, if a security starts to rise and we are long, you 
must move up the stop loss, whereas if the stock goes down, quite obviously you 
will never move it down. The same, mutatis mutandis, if we are short. This is one of 
the most simple and rational ways to exit a winning position: we will take our profit, 
in fact, when our trailing stop will be "captured" because at that point we may 
consider that the trend is being phased out. 

If it does happen that, when the trailing stop is perforated, the trading system is 
still giving an indication contrary to the exit position, you should exit anyhow: 
safety first 1s said. If the volatility is giving indication to get out, this is probably the 
correct indication, and the trading system— which constitutionally is always a little 
late—probably has not yet realized it. 

When one is stopped out, that is when the stop has been perforated, however, it 
would be fair to give the market a last chance: to reobserve the market calmly and 
try to update one's beliefs. It may be that, considering all that has to be considered, 
one remains convinced that the position taken was correct. In this case, what he has 
to do is to reopen the position and recalculate the stop loss and the take profit: all 
that he has lost is some commission and a little slippage,’ which, however, are 
never exaggerated figures except in very rare cases. If on the contrary he thinks that 
the market has changed and that his initial analysis is no longer correct. . well, 
thank goodness that there was the stop loss IN ACTION. .. 

The ATR can be used also to size the maximum position one should take. 

To do this, first one fixes the maximum one-time loss that he is willing to bear 
and then he divides it by the ATR, thus obtaining the maximum number of 
securities that he should buy or sell: 


Maximum loss 


No. of ities — 
0. of securities ATR 


! The slippage is the amount of losses due to fortuitous causes, like the fact that between the instant 
one decides and the instant the order is executed the price may change even substantially. 
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Fig. 28.3 ATR. Source: Saxo Bank 


Warning: This is the one time loss, that is what we experience every time we 
lose. Keep in mind that, by trading quickly, you can suffer this loss more times a 
day. Do not underestimate the fact already mentioned that a loss leaves in us a lot 
more stress and insecurity than the arrogance and the satisfaction that is left by 
making a profit. 

The maximum number of securities obviously varies with market conditions due 
to changes in volatility. To avoid, therefore, that this figure induces in us a too 
hysterical behavior, we better calculate the maximum size of the position using a 
further smoothing of the ATR with an EMA at 31 bars. If the platform—like most 
of the platforms—does not offer this possibility, we will use an average value 
calculated by “eye” (often you cannot do anything else). However, as in many 
occasions, this type of guesstimates is almost never as unreliable as it would be 
natural to believe. 

For instance, in the case shown in Fig. 28.3, it is quite obvious that the average of 
the ATR calculated on the DAX INDEX sampled at 15 min may be around 20€ 
without fear of being a lot wrong. This means that, placing the stop loss at a distance 
of 1 ATR from the entry price, if the market gave us wrong we would lose 20€. If 
the maximum one-time loss we consider as bearable is, say, 100€, then we could 
not trade more than 100/20 = 5 contracts at a time. 


Сһар{ег 29 
Intraday Volatility 


The counts that I have suggested are often done on a daily sampled graph (one 
bar = one day) because usually the data that can be freely downloaded from the 
Internet are precisely daily data. 

However, with regard to volatility and other parameters, it is not difficult to 
calculate the corresponding intraday values once one knows the daily values. 

In fact, once you know the value, for example, of the daily ATR—which, as we 
have understood, is the key parameter to control the risk—it is easy to calculate, 
using elementary statistics, what is the value of the intraday ATR which adequately 
establishes, for instance, the trailing stop also in this case. 

If, for example, we use a sampling rate of 15 min and the trading day lasts 8 h, 
every day we have the following number of bars: 


8 x 60 


nb = number of bars = = 32. 


Then if ATRgaity is the value of the daily volatility, the volatility in the 15-min 
environment will not be: 


ATRaai 
ATR» = — uy 
nb 
as you might think, but: 
ATRaai 
ATRa, = — 52. 
(nb) 


and this value will be used, as mentioned, to establish the values of the stop loss, the 
trailing stop, and the number of contracts (or securities) to be processed that will be: 


23 Maximum loss 
No. of securities = ——— 
АТЁль 
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Fig. 29.1 АТК. Source: Saxo Bank 


Table 29.1 АТК 


Asset DAX 
Price 5,928.49 
ATR daily 157.78 
Sampling rate (min) 15 
Session length (h) 8 

No. of bars 32 

ATR intraday 27.89 
Maximum loss 100.00 
Maximum no. of contracts 3.59 
Value 21,255.29 
Stop loss long 5,900.60 
Stop loss short 5,956.38 
Take profit 1 long 5,979.78 
Take profit 2 long 6,022.85 
Take profit 1 short 5,877.20 
Take profit 2 short 5,834.13 


Take, for example, the DAX index (Fig. 29.1). 

The daily value of the ATR is 157.78€ and the price of the contract is 5,928.49. 
If we fix at 100€ the maximum loss that we can bear every time we lose, using the 
worksheet ATR-intraday the results are obtained quickly (Table 29.1). 

To limit the losses, when we lose, at a figure that we can bear, therefore we must 
not exceed four contracts, which means a sum of little more than 22,000€. 

It’s interesting to see how variable the number of contracts is with the change in 
the sampling rate! (Table 29.2). 


! We will explain later why we have indicated two levels of take profit. 
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Table 29.2 Stop loss 


Asset DAX DAX DAX DAX 
Price 5,928.49 5,928.49 5,928.49 5,928.49 
ATR daily 157.78 157.78 157.78 157.78 
Sampling rate (min) 1 15 30 60 
Session length (h) 8 8 8 8 

No. of bars 480 32 16 8 

ATR intraday 7.20 27.89 39.45 55.78 
Maximum loss 100.00 100.00 100.00 100.00 
Maximum no. of contracts 13.89 3.59 2.54 1.79 
Value 82,321.40 21,255.29 15,029.76 10,627.65 
Stop loss long 5,921.29 5,900.60 5,889.05 5,872.71 
Stop loss short 5,935.69 5,956.38 5,967.94 5,984.27 
Take profit 1 long 5,941.73 5,979.78 6,001.03 6,031.08 
Take profit 2 long 5,952.85 6,022.85 6,061.93 6,117.21 
Take profit 1 short 5,915.25 5,877.20 5,855.95 5,825.90 
Take profit 2 short 5,904.13 5,834.13 5,795.05 5,739.77 


Maximum number of contracts 


12.00 


Maximum number of contracts 
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Fig. 29.2 Number of contracts 


As you can see, you can use up to 14 contracts with a very fast sampling rate 
(1 min) and drop such a number to two contracts only with a sample rate of an hour 
(Fig. 29.2). 

This variability in the number of contracts to be traded at different sampling 
rates is a detail that is not usually considered. 

By the way, this variability is consistent with the fact that using a very high 
sampling rate you are going to make much more quick transactions, and therefore 
you need to gain many small amounts of money to end up the session with a profit. 
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Fig. 29.3 АТК. Source: Saxo Bank 


On the other side, however, keeping very tight stops, the amount of money that you 
are risking on each trade is much lower. 

On certain assets, it can happen that if you use the actual maximum number of 
contracts, that would mean to operate on a dimension that can be subjectively 
deemed to be too high for the financial capacities of the trader. 

In this case it is obviously sufficient to use fewer contracts. 

Of course, if you use a platform that provides you with the intraday chart and 
also allows you to calculate the intraday ATR, it is not necessary to make any 
additional counts: what we read on the graph is already what we will use as it is. 

For example, in the case of the DAX index sampled at a 15 min rate previously 
considered, we have that as shown in Fig. 29.3. 

Caution: You should not think that the ATR shown on an intraday chart would 
be equal to that estimated from the daily charts. In fact, as you see in the example 
just done, they are different. The reason is that the one calculated from an intraday 
chart is punctually exact, while the one calculated from the daily chart is a statistical 
evaluation, then an average value, but. ..sometimes you cannot do any better than 
using the approximate procedure. 


Chapter 30 
The Protocol for the Stop Loss and the Take 
Profit 


We must now introduce an asymmetry between the stop loss and take profit figures. 

In fact, if we would fix both the stop loss and the take profit at the same value, 
namely 1 ATR, we should be able to gain a number of times much larger than the 
number of times we lose, and this is not so simple to accomplish. Better then to have 
a system that makes us more money each time we earn than the amount of money 
that we lose each time we lose. That is, the take profit must be greater than the stop 
loss, say about two times as much. 

Instead of using random numbers, we will use again a sequence that has some 
suspicion of having an internal numerical harmony: the one from Samuel Monk 
already mentioned. 

Remember that in the Sam’s sequence, the relationships between a number and 
the two previous ones tend to stabilize at the levels of 1.839 and 3.383 (Table 30.1). 

We therefore will continue to fix the stop loss at 1 ATR, but we will use two 
levels of take profit: 


Take Profit 1 = 1.839 x ATR, 
Take Profit 2 = 3.383 x ATR 


and we will use the following protocol: 


if the Take Profit 1 will be passed without a sign of trend reversal, the target will become the 
Take Profit 2 and the Take Profit 1 will become the new stop loss. 


So, the two levels of take profit shown in the previous table for the DAX index 
are now explained. 

Obviously enough, both the stop loss and the first level of take profit will be 
inserted into the system immediately upon completing the long purchase or the 
short sale. However, if the market would give us reason, whenever the price should 
come close to the Take Profit 1 level, we would cancel the sale order (or repurchase 
order, in the event of a short position), and then would reposition both our stop loss 
and take profit at the new levels after a short while, thus realizing a system of 
semiautomatic trailing stop that has some idea of rationality. 
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Table 30.1 Sam's ratios a nin(—1) nin(—2) 
1 
1 
1 
3 
5 
9 
17 
31 
57 
105 
193 
355 
653 1.8394 3.3834 
1,201 1.8392 3.3831 
2,209 1.8393 3.3828 
4,063 1.8393 3.3830 
7,473 1.8393 3.3830 


13,745 1.8393 3.3830 


Сһар{ег 31 
Wiggles 


The phenomenon of the wiggles is actually inextricably linked to any type of 
trading, but in the fast trading environment it acquires a particular importance 
because of the added stress being put on this type of operations. 

The phenomenon is known to everybody: when you enter a position, say long, it 
is very rare that the market gives you immediately reason and continues his ascent, 
probably because you have bought on the strength and not on the weakness. So in 
all likelihood you come into place (e.g., as mentioned, long) and immediately after 
the price falls. 

The problem is always to understand whether it is a normal fluctuation of short 
duration (called wiggle), after which the price will begin to rise again, or if it is 
instead a real reversal of the trend that implies the fact that we have made the wrong 
move. 

The problem well posed is then the following: which percentage of descent of 
the price do I accept before deciding that this is not a wiggle, but a real turnaround? 

Obviously, we do not want to get out of the position too soon, because we would 
leave profits in the market unnecessarily, but we will not even stay inside too long in 
the event that what we see is indeed a trend reversal. 

This problem could be addressed also by using the ATR, but here we want to 
develop it in another way. Having multiple perspectives in finance can help fight the 
enemy of all time: the uncertainty. 

It is necessary, then, to look a bit to the security story, let’s say the 5 or 6 days 
past, doing a little calculations on the graphs sampled at—say—15 min. 

You have to arm yourself with holy patience and look at the days in which the 
graph showed a clearly visible trend at 15 min (no matter whether an upward trend 
or a downward one, but suppose upward), and calculate how many points was the 
descent in the parts of the graph that were, in fact, descending before resuming the 
journey uphill. 

There is no way to make these counts automatically, because it involves your 
own opinion on the zigzags of the graph. Where does the zig stop, and where the zag 
begins? As you know, the answer depends on the resolving power of the eye and not 
on a mathematical formula. 
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Fig. 31.1 DAX. Source: Boursorama 


Table 31.1 Wiggles 


11 13 15 17 19 


DAX DAX PERFORMAN (XETRA) 5875.97 <59% 17:45 


In % 


Wiggle, average 


From To Wiggle 
6,009 6,014 5 
5,962 5,984 22 
5,953 5,974 21 
5,920 5,938 18 
5,868 5,888 20 


0.1% 
0.4% 
0.4% 
0.3% 
0.3% 


17.2 


Average in % 
0.3% 


Range 
121 
2.1% 


For example, see Fig. 31.1: the РАХ on January 15 had a downward trend. 
A bullish wiggle is more or less as presented in Table 31.1.! 
So, on average, when entering a position on the DAX index intraday, sampled at 
15 min, before deciding that a wiggle is not a wiggle but a movement contrary to the 
position we took, we must allow a change contrary to our position of at least, say, 0.3%. 
A legitimate observation can be made, however: if the trend is very steep, the 
wiggles are very short and vice versa. This can complicate things. 
In the example just made, the range of the trend on January 15th covers 121 
points (equal more or less to 2.1%), from 5,888 to 6,009. But on day 13, there is 
another fairly well-defined trend that covers only 47 points (Table 31.2). 


! See the spreadsheet Wiggles. 
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Table 31.2 Wiggles 


From То Wiggle In% Wiggle, average Range 
5,925 5,965 40 0.7% 33.7 47 
5,947 5,974 27 0.5% 0.8% 
5,938 5,972 34 0.6% Average in % 

0.6% 


As you can see, the wiggle is longer as expected: 33.7 points or 0.6%. 
We can then even hazard a simple inverse relationship between length of the 
trend (range) and length of the wiggle: 


(Wiggle — 17.2) (337—172) 


(121 — range) (121 — 47) ' 
and hence 
Wiggle = 0.22 x (121 — range) + 17.2. 


So for a trend that we expect to cover a range of 65 points, we can reasonably 
expect a wiggle of amplitude: 


Wiggle = 0.22 x (121 — 65) + 17.2 = 29.7 points. 


So we can arrange a formula for the percentage amplitude of the wiggles that is 
as follows: 


Wiggle = 0.23 x (2.1 — range%) + 0.3. 


Then, if in the session in progress we expect the DAX index to rise (or fall) by 
1.2% approximately, we can reasonably expect the percentage amplitude of the 
wiggles to equal: 


Wiggle = 0.23 x (2.1 1.2) + 0.3 = 0.5%. 


This procedure seems logical; only experience will tell whether it is also reliable 
in most cases. 

So we learned how to do the necessary calculations to determine whether we are 
presumably in the presence of a momentary loss (wiggle), or if it is the market that 
is going against us. 

This does not exempt us from using the stop loss and calculating it preferably as 
mentioned in the previous chapter. In addition, when there is a considerable 
discrepancy between the expected amount of the wiggle and the calculation of 
the stop loss, we should orient ourselves to use as stop order the lesser of these two 
values. Remember: safety first. 


Сһар{ег 32 
How to Close the Position 


Question: Are there special tricks to use in exiting a position? 

If possible, to begin with, the rule is not to sell (assuming the position is long) at 
the market (i.e., without indicating the price at which you want to sell) because the 
spread between bid and ask can play tricks. 

Then be careful: The price you see in a window that is usually called Open 
Position is the last price, i.e., the last price at which a transaction occurred. If you 
sell, you sell at the bid price of the moment, and if you buy, you buy at the ask price, 
both shown in the rectangular boxes in Fig. 32.1 (similar windows will be seen in all 
platforms). 

These two prices are usually different from the last. 

Here’s then how to behave when you want to close the position: Look at the 
profits that you are earning in a window usually called, as said, Open Position. So 
hung up in your mind a price at which it is convenient for you to sell (assuming for 
instance that you’re long). As mentioned, if you sell at the market, the selling price 
may not be the one you like. Then put the cursor arrow on the green square on the 
left (or similar) where there is written Se// (or: Bid) and observe the evolution of the 
prices in that square. When you see the price you want, click on it quickly. 

Obviously, when you have placed a stop loss order or a take profit order you need 
not to worry about all this, because these orders are executed automatically without 
your intervention. 

It may happen that the price that appears in the green box will change under your 
clicks. There is little you can do: resign. But sometimes it can even go well: you 
might obtain a price better than you expected. However, in either cases, the 
differences should never be dramatic. 

Unfortunately, it may also happen that the price you are interested in does not 
appear for several seconds and, while you're there waiting, the market turns. .. But 
again, what can you do? This too is part of the game. But then, when you really do 
not believe that the market is in your favor anymore, click mercilessly on the price 
of the moment: do not get trapped, because if the price that you like has appeared 
but now is no longer there since a sensible time, it means that the market has really 
turned around and probably to stay in it can result in far greater losses. 
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Fig. 32.1 Bid/Ask. Source: Saxo bank 


Finally, I recommend you to double check that the number of contracts that you 
are buying or selling is what you have in mind; an error in this regard can be very 
costly. 


Сһар{ег 33 
Avoiding to Ве Wiped Out 


I think that what is said in this chapter is one of the best and most useful 
contributions that I can give to those who want to trade. I’m sincere. 

We have seen how the position should be sized, but there is another aspect that 
concerns this topic. It is a path a little complicated but the end result is simple and 
easy to use. 

When we get a gain from an activity that has a random component, like the 
trading on the financial markets,’ the trader’s bank account in unfavorable periods 
may precipitate to zero and it does not matter if this happens after a favorable 
period: the trader cannot participate anymore in the game because he is already 
gone out of it. This occurrence is said, using the language of statistics, return to 
origin. 

The danger of the return to origin is probably the major component of risk 
inherent in the activities—as said—that involve random incomes, like trading on 
the financial markets, especially fast trading. 

To address this problem, however, we need to digress a little. 

Here (please be not surprised: you'll see that it is relevant), in column O of 
Table 33.1, we report? the billions of cubic meters of water flowed out from Lake 
Albert, on the border between the former Belgian Congo and Uganda, feeding the 
Nile river between 1904 and 1946. 

These data were collected and studied at the time, by a brilliant engineer, Hurst, 
for a matter of dams. He was trying to determine the optimum height, in fact, of a 
dam that should interrupt the course of the Nile downstream of Lake Albert. 

There is of course an ideal height for a dam. In fact, if it is too low the cost is 
limited but in years when the rainfall is above average you are going to waste some 
precious water. If, on the other hand, the dam is too high, you are going to waste the 
cost of construction of all the part that remains permanently dry. 


! But also a profession like doctor or lawyer. 
? Hurst HE (1950) Long-term storage capacity of reservoirs. Trans Am Soc Civil Eng. 
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Table 33.1 Lake Albert 


Year О 
outflows ae ee 
1904 35 
1905 31 
1906 34 
1907 33 
1908 26 
1909 29 
1910 26 
1911 22 
1912 19 
1913 20 
1914 21 
1915 24 
1916 27 
1917 47 
1918 48 
1919 29 
1920 23 
1921 17 
1922 13 
1923 14 
1924 18 
1925 16 
1926 19 
1927 25 
1928 21 
1929 19 
1930 21 
1931 26 
1932 28 
1933 29 
1934 23 
1935 20 
1936 20 
1937 24 
1938 26 
1939 24 
1940 20 
1941 19 
1942 29 
1943 26 
1944 18 
1945 15 
1946 16 


Average 24.19 


33 Avoiding to Be Wiped Ош 151 


To give an idea of the procedure used by the engineers, they first calculate the 
average cubic volume of water that flows out of the lake during the years (24.19 
billion cubic meters in the table of our example), and they assume this is the target 
for the continuous output to be attained with the help of the dam in the future. It 
would be unrealistic, in fact, to think that this outflow could be exceeded: the 
average rainfall would not be enough and the lake level would stoop gradually over 
the years. It would be a waste, on the other hand, aiming to have an outflow that is 
lower, because the goal is to get the maximum possible steady stream as an output, 
because in those regions (and not only there) water is a precious commodity. 

So the engineers add to our table a column that represents the difference between 
the annual output per year and the average output previously calculated (column D 
of Table 33.2). 

As you can see, in 1904 it rained a lot, because the output from the lake was 
10.81 billion cubic meters above the average goal (which is the water that is also 
assumed to have exited it by hypothesis). Obviously enough, this extra amount can 
be stored in the valley for future needs, in a reservoir closed by a dam, which then 
must be designed so that it can hold all that water. 

But this is not enough, because even in 1905 it rained more than the average 6.81 
billion cubic meters by adding to the quantity to be stored for future needs, bringing 
the running total to 17.63 billion cubic meters (column D cumulated in Table 33.2). 

Continuing the calculations in this way, it can be seen that the maximum storage 
is reached at the level of 84.02 billion cubic meters in 1919, and therefore the dam 
must be designed to contain all that amount of water. 

Since: 


final level of the reservoir = initial level of the basin + inflow (1.е., the outflow from Lake 
Albert) — output (equal by hypothesis to the average outflow from Lake Albert). 


We can add two columns to the table, indicating the annual initial level of the 
basin downstream of Lake Albert, and its final level (Table 33.3), which confirms 
the value of 84.02 billion cubic meters, as can also be seen from Fig. 33.1. 

Problem solved, then? 

Not really. 

There is a general result of statistics (the central limit theorem) that goes like 
this: whenever a variable is the arithmetic sum of many independent random 
variables, its distribution is Gaussian. Oversimplifying a bit, the conclusion 
means that each result does not depend on previous results, it is quite unexpected. 

It has been seen elsewhere in this book that this does not mean that the data 
cannot show a succession of trends, but however each of the results is essentially 
unpredictable as such. 

In the engineer Hurst case, each of the annual changes of flow is the sum of daily 
changes, and it seems likely that these daily changes are subject to influences 
entirely independent of each other: it’s raining today, tomorrow the weather will 
be nice but windy, and then there will be a storm that swells a tributary 10 km away, 
and so on. It therefore seems quite plausible that the distribution of annual changes 
in the outflow from Lake Albert is essentially Gaussian. 
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Table 33.2 Lake Albert outflows 


Year O D D cumulated 
1904 35 10.81 10.81 
1905 31 6.81 17.63 
1906 34 9.81 27.44 
1907 33 8.81 36.26 
1908 26 1.81 38.07 
1909 29 4.81 42.88 
1910 26 1.81 44.70 
1911 22 (2.19) 42.51 
1912 19 (5.19) 37.33 
1913 20 (4.19) 33.14 
1914 21 (3.19) 29.95 
1915 24 (0.19) 29.77 
1916 27 2.81 32.58 
1917 47 22.81 55.40 
1918 48 23.81 79.21 
1919 29 4.81 84.02 
1920 23 (1.19) 82.84 
1921 17 (7.19) 75.65 
1922 13 (11.19) 64.47 
1923 14 (10.19) 54.28 
1924 18 (6.19) 48.09 
1925 16 (8.19) 39.91 
1926 19 (5.19) 34.72 
1927 25 0.81 35.53 
1928 21 (3.19) 32.35 
1929 19 (5.19) 27.16 
1930 21 (3.19) 23.98 
1931 26 1.81 25.79 
1932 28 3.81 29.60 
1933 29 4.81 34.42 
1934 23 (1.19) 33.23 
1935 20 (4.19) 29.05 
1936 20 (4.19) 24.86 
1937 24 (0.19) 24.67 
1938 26 1.81 26.49 
1939 24 (0.19) 26.30 
1940 20 (4.19) 22.12 
1941 19 (5.19) 16.93 
1942 29 4.81 21.74 
1943 26 1.81 23.56 
1944 18 (6.19) 17.37 
1945 15 (9.19) 8.19 
1946 16 (8.19) (0.00) 
Average 24.19 


St. Dev. 7.48 
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Table 33.3 Lake Albert outflows 


Initial level Inflow Outflow Final level 
- 35.00 24.19 10.81 
10.81 31.00 24.19 17.63 
17.63 34.00 24.19 27.44 
27.44 33.00 24.19 36.26 
36.26 26.00 24.19 38.07 
38.07 29.00 24.19 42.88 
42.88 26.00 24.19 44.70 
44.70 22.00 24.19 42.51 
42.51 19.00 24.19 37.33 
37.33 20.00 24.19 33.14 
33.14 21.00 24.19 29.95 
29.95 24.00 24.19 29.77 
29.77 27.00 24.19 32.58 
32.58 47.00 24.19 55.40 
55.40 48.00 24.19 79.21 
79.21 29.00 24.19 84.02 
84.02 23.00 24.19 82.84 
82.84 17.00 24.19 75.65 
75.65 13.00 24.19 64.47 
64.47 14.00 24.19 54.28 
54.28 18.00 24.19 48.09 
48.09 16.00 24.19 39.91 
39.91 19.00 24.19 34.72 
34.72 25.00 24.19 35.53 
35.53 21.00 24.19 32.35 
32.35 19.00 24.19 27.16 
27.16 21.00 24.19 23.98 
23.98 26.00 24.19 25.79 
25.79 28.00 24.19 29.60 
29.60 29.00 24.19 34.42 
34.42 23.00 24.19 33.23 
33.23 20.00 24.19 29.05 
29.05 20.00 24.19 24.86 
24.86 24.00 24.19 24.67 
24.67 26.00 24.19 26.49 
26.49 24.00 24.19 26.30 
26.30 20.00 24.19 22.12 
22.12 19.00 24.19 16.93 
16.93 29.00 24.19 21.74 
21.74 26.00 24.19 23.56 
23.56 18.00 24.19 17.37 
17.37 15.00 24.19 8.19 


8.19 16.00 24.19 - 
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Fig. 33.1 Lake Albert outflows 


It is not hard to find other examples which interest us more, as they relate for 
instance to the price of future contracts: we can measure the return, i.e., the price 
change, say every minute, and the daily price change will be simply the sum of the 
1 min price changes. Well, it is very likely that the 1 min price changes be 
essentially independent of one another, given the speed with which the news and 
sentiments invade the market, the moods and rumors—true or false—that spread 
around, etc. 

It follows that the daily price changes should be Gaussian. 

We'll revert to it. 

Returning now to the outflow of water from Lake Albert, engineer Hurst sensed 
the existence, in the data, of some strange phenomenon that at the beginning he 
could not identify clearly. 

Here then is what he did. 

Let's randomize the outflows—the ones that we have indicated with O in the 
spreadsheet—i.e., let's mix them randomly. Let's change their order in a random 
way, in other words. 

It must be said immediately that, doing so, the average and the standard deviation 
cannot change. I remind you that in Excel their calculation is straightforward; you 
just need to use the formulas: 


— AVERAGE (), 
— ST.DEV (). 
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Table 33.4 Outflows Year О 
reshuffled se 
1929 19 
1919 29 
1938 26 
1909 29 
1944 18 
1908 26 
1946 16 
1935 20 
1934 23 
1933 29 
1930 21 
1921 17 
1904 35 
1937 24 
1916 27 
1941 19 
1939 24 
1945 15 


For messing up the data, Hurst wrote the outflows O on a deck of cards, one 
outflow for each card, then shuffled the deck. We instead use an Excel spreadsheet, 
marking next to each outflow a random number by using the function: 


= RAND () 
and then with the options 


Data 
Order’ 


we rearrange the series of outflows so that the random numbers are sorted from 
highest to lowest. The runoff will then result reshuffled, showing for example the 
sequence (Table 33.4). 

Remember the range (difference between maximum and minimum) calculated 
before: it was 85 — 0 = 85° (Fig. 33.2). 

An example with randomized outflows is shown in Fig. 33.3. 

The range now is +19 — (—32) = 51 only. 

In other words—this is the discovery of the engineer Hurst—how the data follow 
one another does make a difference, and not a minor one. 


3 In the spreadsheet Outflows from Lake Albert the range has been calculated correctly: 84.02. 
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Fig. 33.2 Lake Albert outflows 


1234 5 6 7 8 9 10 


12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 35 36/37 38 39 40 41 42 43 


Fig. 33.3 Outflows reshuffled 


It is said that the phenomenon has memory and, in particular, that it has long- 
range memory. The succession of data depends on the data that have come before, 
and then the data tend to cluster more than they should. 

If we do not take into account the long-range memory inherent in the phenome- 
non, I will note in particular that the dam would be lower than it should, maybe 
causing troubles. 

How to numerically characterize this new phenomenon? 
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Hurst calculated the ratio between the range А and the standard deviation c, and 
related this ratio to the number N of samples considered, thus realizing that between 
these variables existed a relationship of this form: 


к үм 

z 
where K—to dress well the data—was worth about 0.75, whereas 0.50 should apply 
in the case of completely random data with no long-range memory. 

But it is not enough, because Hurst calculated К for a number of other natural 
and social phenomena as diverse as the price of wheat, sunspots, the circles in the 
trunk of trees, and more, always finding K ranging between 0.69 and 0.75; it was 
found never equal to 0.50 as in the case without long-range memory. 

He concluded that all these natural phenomena—probably all natural phenomena— 
have long-range memory. 

Hurst then made a little statistical calculations on the values of K that he had 
found, and came to the conclusion that on average natural phenomena (and social 
phenomena, like the markets are) obey the following formula: 


К NN ү 
=(= с 
2 ? 


while for a Gaussian phenomenon it would be, as said, 


NN 0-50 
R= (5) ход. 


Then the range Ё is proportional to the standard deviation о, but it increases 
faster in a natural phenomenon than it increases in a Gaussian phenomenon. 

But what does it mean that the range is larger? 

Let us remember that we are talking about, for example, the outflow of water 
from Lake Albert accumulated year after year. Now, we know that the changes 
(outflows, in this case) do not alternate, but come in packs, and this is even true in a 
Gaussian environment: an increase (for example) usually follows another increase 
and then there will be another rise again. . .and the range is constructed exactly by 
the variations that take place in the same direction: the flow increases (for example) 
the first year, then increases the second (maybe a different value, but increases), and 
so on. . .of course until the phenomenon has not decided to reverse the trend. Simply 
put: to increase more in one case than in the other, it has to increase for more years 
in arow, that is, the phenomenon with long-range memory is more persistent. If you 
want, it means that the trend, a phenomenon that is present also in a Gaussian 
environment, is longer and therefore easier to use to make predictions. 

This is the sense of long-range memory. 
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Table 33.5 Profits-per-trade Trades О 
1 (65.91) 
2 (79.81) 
4 (187.06) 
4 8.54 
5 4.59 
| (50.71) 
5 (20.32) 
8 88.06 
9 149.72 
10 18.06 
i (62.82) 
12 12.55 
" (8.12) 
14 72.95 
15 123.82 


The financial phenomena, being, as said social phenomena, have then they too 
long range memory, and that's why the analysis of the trend and the trading systems 
and the whole technical analysis work pretty well if they are applied correctly and 
with competence. 

But then there is another very simple and immediate use of Hurst's formula in a 
problem that is important to traders and especially to the adepts of the trading for a 
salary (ТК) style of living. 

Let's assume that you take from your account a constant income and that the 
account itself is fueled by gains in the stock market. The amount of steady income is 
easily determined: the average revenue received during the period under review. In 
fact, if you withdraw from your account more, that same account would decrease 
over time to finally dry out; on the other hand, it would not be worth to take less, 
because the goal is to have the highest disposable income as possible. 

Then, how much has to be the amount deposited on your account to make sure 
you never go in the red? 

Let's assume as an example that you trade the Dax index of the German Stock 
Exchange, and trade it using a simple trading system named Donkey (see below). A 
sequence of profit-per-trades made in backtesting Donkey between November 2008 
and January 2009 is shown in Table 33.5.* 

This table means that in the first trade Donkey lost 65.91€, then lost 79.81€ in 
the second trade, and so on. For the record, the total profits made during the period 
was 744.29€ with an average investment of 5,020.46€, therefore with a yield of 
15% and a success rate of 75% (i.e., Donkey failed the move in 25% of the cases). 


^ See the spreadsheet P&L. 
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We are exactly in the situation of the outflows from Lake Albert, the model is 
identical. 
Since it is 


М = 34, 
o = 73.15, 


it is 


N\ 972 4\ 0-72 
R= (5) ха= (5) х 73.15 = 562.49. 


So to be sure not to overdraw, and hence not running the risk of not having 
enough money to continue to trade, you should deposit on the account a little less 
than 600€ per contract that you are going to trade. In this way you will put under 
control the most dangerous risk in a business with revenues that have random 
components, one of which there is almost never trace in the texts on financial 
trading: the risk of bankruptcy. 

Let me note that this is the amount that serves to cover a series of unfortunate 
trades, and therefore it must be added to the margin, which in the case of a CFD on 
the DAX is worth 2.5% of the contract, i.e., approximately 


5,020.46 x 2.5% = 125.51€. 
In total, so it will be good to have, for any contract we intend to trade, at least 
562.49 + 125.51 = 699.00€. 


That is just under 700€ (note: for each contract), an approximately 14% of the 
amount of the contract. 

Be careful, because usually you are told by the brokers, to attract your moneys, 
that to trade you just need to possess an amount equal to the margin or little higher, 
while in this case we have found that almost six times the margin is safe to have. 

Do not overtrade! 

The spreadsheet P&L can be used if you already have a series of profit-for-trade 
to be analyzed, such as those resulting from a trading system in backtesting or a 
series of actual transactions that you did yourself, no matter whether with real 
money or virtual money. But to have a general idea of how much money it takes to 
deal with the trading of a security, it is better to analyze the volatility of its returns, 
1.е., the profits and losses that would have made each day using a buy and hold 
strategy, which consists simply in buying the security and holding it. To do this 
count the spreadsheet to be used is P&L + B&H. 

For example, on Fiat shares (Table 33.6). 
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Table 33.6  Profits-per-trade 


Date Price O D D cumulated 
6/29/09 7.03 0 (0.01) (0.01) 
6/30/09 7.04 0.01 0.00 (0.00) 
7/1/09 TAT 0.13 0.12 0.12 
7/2/09 7.09 —0.08 (0.09) 0.03 
7/3/09 6.94 —0.15 (0.16) (0.13) 
7/6/09 6.86 —0.08 (0.09) (0.21) 
7/7/09 6.62 —0.24 (0.25) (0.46) 
7/8/09 6.46 —0.16 (0.17) (0.63) 
7/9/09 6.59 0.13 0.12 (0.50) 
7/10/09 6.51 —0.08 (0.09) (0.59) 
7/13/09 6.7 0.19 0.18 (0.41) 


The result is: 


R 7.55 


So, to be on the safe side, you must possess 7.75€ for each share, plus the cost of 
the share (or the margin that must be paid, when operating at the margin). 
Be careful, because as you can see from the spreadsheet: 


Average 0.01 


it is allowed to subtract from the current account theoretically only 1 cent per share 
a day, and to get an income, say, of 100€ a day, you have to trade with 10,000 
shares; then in addition to the cost (or margin) of shares, you need an additional 
7,550€ to avoid the risk of the return to origin. 

A legitimate question at this point is: the presence of a trading system improves 
or worsens the conditions necessary to avoid a return to origin? 

It’s clear that a general answer is very difficult if not impossible to give. An 
example, however, can clarify many things. 

Let’s calculate two EMAs at 5 and 17 bars on the Dax index, and suppose to be 
long when the quicker EMA is above the slower one, and to be short otherwise. 

The results of the B&H strategy are presented in Table 33.7, and the results 
obtained with the elementary strategy based on the crossing of the two EMAs are 
presented in Table 33.8. 

As you can see, the profits and the income increase—as expected—and 
decreases the amount of money you have to keep available to prevent a return to 
origin. 

Since these results seem logical and reasonable, there is no valid reason not to 
consider them as valid in general, of course until proven otherwise, if ever. 

It must be said that calculating the range R is almost always not difficult and 
often it is not even necessary to download the price data and perform the 
calculations, because the standard deviation o of a single security is shown on 
many Internet sites and in many technical analysis platforms. We can then ask what 
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Table 33.7 Range 


P&L total 1.83 
Average 0.01 R 7.55 
St. Dev. 0.23 
N 254 


Table 33.8 Range 


P&L total 9.53 mm mm 
Average 0.04 5 17 R 7.46 
St. Dev. 0.23 a a 
N 254 0.33 0.11 
pnr H 1 i 
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Fig. 33.4 Dax. Source: Saxo Bank 


is the value of R in the event, already seen in the case of Fiat shares, that a generic 
strategy is used: you enter, keep the position until for some reason you decide to 
leave, then, indeed, you close the position. In this case, the standard deviation 
sought is simply the one of the closing prices of the bars, i.e., the one often shown 
on standard Internet platforms and sites (e.g., see Fig. 33.4). 

As you can see, the graph of the Dax sampled at 15 min shows the standard 
deviation calculated, say, at nine bars (this implies that we are going to maintain the 
position open for an average of 9 x 15 = 135 min, just over 2 h). 

Once you have read the numbers reported on the chart, you just have to insert 
them in the Return to Origin spreadsheet (Table 33.9). 

Do not be fooled by the smallness of R, because in reality it means that you must 
have a 10% increase in the margin: if you work on multiple contracts, the difference 
may be significant. Not only: it could be dangerous to use a 15 min sampling rate on 
just nine bars to make the calculations, because you see from the graph shown 
above that the standard deviation has itself a considerable volatility (it goes from 
about 6 to <30 in a few minutes). 

The advice is therefore, for safety reasons, to always use the daily standard 
deviation, still on a nine bars span. 

In our case we have Fig. 33.5, and the result is presented in Table 33.10. 
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Table 33.9 Amount necessary 


Security Dax 
Price 5,935.49 
Margin 2.50% 
Margin 148.39 
Standard deviation 6.32 

N 9 

R 13.41 
Amount necessary 161.79 
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Fig. 33.5 Dax. Source: Saxo Bank 


Table 33.10 Amount necessary 


Security Dax 
Price 5,935.49 
Маггїп 2.50% 
Margin 148.39 
Standard deviation 99.2 

N 9 

R 210.43 
Amount necessary 358.82 


As you see, you must possess, in this case, about twice the margin per contract. 

Wanting to be more secure from possible attacks of bad luck, you could extend 
the standard deviation to 17 bars instead of 9. The results are shown in Fig. 33.6, 
and the amount necessary reaches almost three times the margin (Table 33.11). 

I would recommend you to never skimp on these safety calculations: safety first, 
precisely. 

If the problem of sizing the current account refers to the Forex, things, as usual, 
become a bit more complicated. 

Suppose (see the spreadsheet P&L + B&H for Forex) to consider the daily data 
of the euro/dollar currency pair and to work with a lot of 100.000,00€. 

Then (in USD) the amount necessary calculations are presented in Table 33.12. 
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Fig. 33.6 Dax. Source: Saxo Bank 


Table 33.11 Amount necessary 


Security 

Price 

Margin 

Margin 

Standard deviation 
N 

R 

Amount necessary 


Table 33.12 Amount necessary calculations 


Dax 
5,935.49 
2.5096 
148.39 
99.2 

17 
289.22 
437.60 


Date Pair Amount 
1/1/09 1.3954 139,540 
1/2/09 1.3855 138,550 
1/5/09 1.36 136,000 
1/6/09 1.3527 135,270 
1/7/09 1.3628 136,280 
1/8/09 1.3726 137,260 
1/9/09 1.3431 134,310 
1/12/09 1.3367 133,670 
1/13/09 1.3169 131,690 
1/14/09 1.3153 131,530 
1/15/09 1.3165 131,650 
1/16/09 1.3257 132,570 
1/19/09 1.3143 131,430 
1/20/09 1.288 128,800 
1/21/09 1.3018 130,180 
1/22/09 1.3001 130,010 


О 


0 
(990) 
(2,550) 
(730) 
1,010 
980 
(2,950) 
(640) 
(1,980) 
(160) 
120 
920 
(1,140) 
(2,630) 
1,380 
(170) 


р 


(32.67) 
(1,022.67) 
(2,582.67) 
(762.67) 
977.33 
947.33 
(2,982.67) 
(672.67) 
(2,012.67) 
(192.67) 
87.33 
887.33 
(1,172.67) 
(2,662.67) 
1,347.33 
(202.67) 


D cumulated 


(32.67) 
(1,055.33) 
(3,638.00) 
(4,400.67) 
(3,423.33) 
(2,476.00) 
(5,458.67) 
(6,131.33) 
(8,144.00) 
(8,336.67) 
(8,249.33) 
(7,362.00) 
(8,534.67) 
(11,197.33) 
(9,850.00) 
(10,052.67) 


Once converted everything into dollars, we proceed as usual, but remember that 
the results are now in US dollars (Table 33.13). 
In 180 days, therefore, a long position with a strategy of the type B&H has 
earned $5,880, and one could have withdrawn from the account approximately 


164 33 Avoiding to Ве Wiped Out 


Table 33.13 Amount 


- Contract value 100,000 
necessary calculations ESET ETS eae PRICE Gg a Б 
Position (1 = long; —1 = short) 1 
P&L total 5,880.00 
Average 32.67 
St. Dev. 1,175.83 
N 180 


$33 per day on average, or about $600 a month; not much. In addition, because of 
the high volatility, the additional sums that one must have in order to avoid the risk 
of the return to origin (as said: in addition to the margin, which is however usually 
very low: 2.5%) are quite high: 


R 30,019.26 


ie.—with the exchange rate reported in the spreadsheet—about 20,000€: 1/5 
of the contract size. 

This is the real reason why so many people lose on Forex: they are attracted by 
the low margins, so that they can move incredible amounts of money possessing in 
comparison almost nothing, but the volatility is relatively high, and to contrast it 
one must have a very deep portfolio; otherwise he is forced to engage in scary 
moves, coming out too soon from the position for fear, even if subsequently the 
market should give him reason. 

One factor that favors an approach (rightly) fearful is the fact that the average 
gain is low even for contracts already substantial (100,000€ or so), and this 
circumstance induces the trader to increase the amount of the contract (e.g., 
1,000,000 or more), however forgetting that then the portfolio should become 
even more profound: from 20,000€ to 200,000€ in our example. 

Ultimately, it is absolutely necessary for Forex trading to have an excellent 
trading system, so that you can have a decent profit without the need to increase the 
value of the contract. 

Emphasis has also to be placed, as said, on the need to possess an amount of 
money well above what is required as margin by the advertisements of the brokers: 
if not 20% of the value of the contract, at least 10% is essential. The reason for it, we 
have said it many times: if you are a good analyst, you probably have taken the 
correct position and the market will give you reason, but it could do so too late, that 
15, when, because of the volatility, you will have been expelled by the market due to 
the accumulated losses that your portfolio cannot afford. 


Сһар{ег 34 
Heikin Ashi 


The delays faced by the signals provided by the traditional instruments, such as the 
moving averages, when working in day trading are often unacceptable. 

One way to address this problem is to change the chart itself, making it more 
stable and easier to read, for example by a graph called Heikin Ashi. 

What is it? 

In an Heikin Ashi graph, each candle will not be displayed on the graph as it is, 
but it will be modified by changing the values of Open, High, Low, and Close 
(OHLC) quotes using the following formulas. 

Instead of open, one puts: 


Вира. наор + Close„—1) | 


where n stands for the current bar and n—1 stands for the previous bar. 
When п = 2, one does not know what it's worth НаОреп, of course, and then 
puts: 


HaOpen, — Open, 


that is, as the initial modified open one takes the real open. 
Then one puts in the place of High, Low, and Close, respectively: 


HaHigh, = Max(High,, НаОреп,, HaClose, ), 
HaLow, = Min(Low,,, HaOpen,,, HaClose, ), 
(Open, + High, + Low, + Close,) 


HaClose, = 
aClose 4 


So one displays these amounts in the chart instead of the original values (O, H, L, 
and C). 
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Fig. 34.2. EUR/USD. Source: ProRealTime 


In Fig. 34.1, for each candle there are reported the usual quantities, Open, High, 
Low, and Close. 

In Fig. 34.2, instead, the modified candles are reported. 

It is appreciated immediately that the Heikin Ashi graph is vastly more stable 
and readable, and, even when used on daily data, it does help the intraday trader to 
decode the underlying primary trend, so that he can avoid the trap, already 
highlighted, consisting in an intraday position that is inconsistent with the daily 
underlying trend. 
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Fig. 34.3 Heikin Ashi system 


I also believe that the Heikin Ashi graph very well puts in evidence the Joseph! 
effect, namely the fact that in the financial markets the trends tend to persist and are 
not reversed immediately, which is the only justification for the fact that on the 
financial markets one can earn money whatsoever. 

The Heikin Ashi graph is not only more readable than ordinary candles, but it is 
also a real trading system. 

If you look at the graph below, you will realize that, in a clear-cut upward trend, 
not just the candles are of course all of the white type, but they lack the lower 
shadow—the lower whisker—while in a downward trend the candles, besides being 
all of the black type, lack the upper shadow. When one missing Heikin Ashi shadow 
first appears, the trend, upward or downward as it may be, is slowing down and it is 
probably about to end. 

In the following figure,” when the oscillator is 1 the candles are all of the white 
type and there is no lower shadow, whilst when the oscillator is —1 the candles are 
all of the black type and there is no upper shadow. 

As you can see, the oscillator detects very well the beginnings of the upward and 
downward trends (Fig. 34.3). 

The corresponding equity line is shown in Fig. 34.4, which is very good, but, as 
mentioned elsewhere in this book, one must always pay attention to the slippage 


! From the Biblical legend. 
? See the spreadsheet Heikin Ashi. 
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—— Equity Line 


Fig. 34.4 Equity line 
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Fig. 34.5 Heikin Ashi 


effect that can kill it, and then, when working on daily data, one must remember that 
the new operations are to be executed just before closing time—taking as closing 
price the quote of the moment—and not the next day. 

How can one use these type of daily charts to direct the intraday trading? 
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Fig. 34.6 Dax. Source: ProRealTime 


In the morning, half an hour after the start, one enters into the Heikin Ashi 
spreadsheet the OHLC values detected in that first half of an hour and observes the 
resulting Heilkin Ashi candle. If it does not have an upper or a lower shadow, this is 
a good indication of the direction that is likely to take the trading day, and then 
those who work intraday can adjust their strategy accordingly. 

For example, see Fig. 34.5. 

This is a daily chart. The last candle in the figure has no lower shadow, and then 
the inference is for a leap on the upside. 

The indication at that time was good. It was then 23/11/2009, and later it 
happened what was forecasted, as it is seen from Fig. 34.6, sampled at 15 min. 


Chapter 35 
HA Average 


It’s quite a must at this point to observe the difference between HaClose and Close 
(or AdjClose), and one notes! that HaClose is a nearly perfect moving average for 
Close (or AdjClose) (Fig. 35.1). 

The buy and sell signals are given simply by the crossing of HaClose and Close 
as in the case of a simple moving average. 

The equity line is воой? (Fig. 35.2). 

But in this particular example, the parameter т in the formula: 


(Open, + High, + Low, + Close,) 
m 


HaClose, = 


has to be optimally 3, not 4 as in theory should be, and it will be for sure still 
different in other examples. 
This is the script: 


//TS HA average 
Lag=LL 
REM Long 


indicatori = (close+openthigh+low) /Lag 
indicator2 = close 
cl = (indicatorl <= indicator2) 


IF cl THEN 
BUY 1 SHARES AT MARKET TOMORROWOPE 
ENDIF 


Е 


1 See the spreadsheet HA average. 


2 In all the backtests made using ProRealTime, there has to be no slippage preoccupation, as the 
scripts themselves are already adjusted to take it into account. 
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REM Short 
indicator3 = (open+closethigh+low) /Lag 
indicator4 = close 
с2 = (indicator3 >= indicator4) 
IF c2 THEN 
SELLSHORT 1 SHARES AT MARKET TOMORROWOPEN 
ENDIF 


// Optimize LL from 1 to 31 in steps of 1 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


—— Adj Close 
| HaClose 


Fig. 35.1 Ha average 


35 НА Average 173 


рии /—\|фжх»ж@т@с>@а ++] эме +) Glomnslere >.) 
prne zpos] F = = Mos 
E 19000 
18.000 
17.000 
16.000 
ame 
9 ProResTime com Dati di fine giornata 44000 
|Curva guadagni e perdite: 00 HA average (3) ^ С O MAR 
ETC 
204,000 
203.000 
202000 
201000 
200.000 
" _ 199000 
Posizioni ProBacktest: 00 HA ау, се кк 
EL 
ja 
| pos 
fam 


. Mg 05 о 11 13 15 19 21 25 27 ago Of 08 10 2 17 9 23 25 29 зи о 08 м 6 20 22 26 2% он 


Fig. 35.2 Platform used: ProRealTime 


Сһар{ег 36 
The Chaikin Volatility 


We have already seen a measure of volatility that is very important: The ATR. 

The Chaikin Volatility for scalpers is also very important, but in another respect. 

It is obtained by calculating the difference between the maximum (H) and 
minimum (L) of the day, taking the exponential moving average (EMA, for 
example, at five bars) of such a difference, and then calculating the percentage 
change of this moving average on a given period, for example, still five bars.’ 

Chaikin’s Volatility therefore compares the average difference between the 
highest price and the lowest price of a security in a single bar and, unlike the 
ATR, it may be negative, precisely when, on average, the difference between the 
maximum and the minimum (per bar) is falling. 

Unlike the ATR, Chaikin’s Volatility does not take into account the changes 
overnight, and then lends itself very well to provide guidance to scalpers, because 
this type of traders only care about price changes that occur during the session, 
something which, conversely, the ATR does not give account of. 

A graph showing Chaikin Volatility is present in Fig. 36.1. 

For those who scalp, it is essential to focus on assets whose Chaikin Volatility is 
increasing, because these are the securities that can present the best potential to 
make quick profits during the session. Then what has to be observed most is the 
change (for instance, on three bars) of the Chaikin Volatility itself. 

The rule in this case can be read in this way: on the daily chart of a certain asset 
(stock, index, etc.) measure the Chaikin Volatility on the closure of the session; if it 
is greater than the value that it had three bars (i.e., 3 days) before, that asset is a 
good candidate for scalping during the session of the next day. 

Here is the script for ProRealTime which identifies securities that have a Chaikin 
Volatility that is growing at a given time. 


"See the spreadsheet Chaikin Volatility. 
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Fig. 36.1 Ftse Mib. Source: ProRealTime 


// ScreenePr; Chaikin Volatility growing 


indicatori — Volatility[9,9] 
indicator2 — Volatility[9,9] 


c1 = (indicatorl >= indicator2[3]) 
SCREENER[c1] ((close/DClose(1)-1)*100 AS "$ Var 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 


Сһар{ег 37 
Noah Effect 


The price behavior is not normally very regular, as we know. 

In general, prices move for some bars, often for many bars, without showing 
much volatility (measured according to Chaikin, or through the ATR or whatever), 
whether it is a lateral movement or an ordered trend with low slope; then normally, 
and all of a sudden, an outbreak of volatility occurs indicated by a long candle 
(white or black, upward or downward). This is the so-called Noah effect, in memory 
of the biblical flood. 

This can be seen, for example, in the early afternoon of 6/11 in Fig. 37.1. 

The Stochastics with parameters 8,5,3 in this case has noticed it, but in general 
the formation of the candle is so fast that you do not have time to take advantage of 
it. It’s a pity because it is on those unpredictable candles that you can make a lot of 
money. 

Then there is no way to predict them? 

No, but it is almost certain that they show up after a period of low volatility. 

If this is the case, as soon as you can see that the market is moving quickly (and 
you immediately see in which direction it moves, in force of the color of the 
candle), you can rush and take a stand, hoping that the candle will last enough. 

After the Noah effect, i.e., on the closure of the long white or black candle, it is 
usually well to act as a contrarian, that is: to be short on a long white and long on a 
long black, because the reaction to a movement so sudden usually comes very soon, 
although neither the reaction often does last very long. This is evident from 
Fig. 37.1. 

It must be said, however, that if there are doubts about the consistency of the 
movement that is coming, and therefore one lacks the courage to act as a contrarian, 
in any event the positions that are open (long on an upward movement and short on 
a downward one) should at least be closed. The whys are shown very clearly in 
Fig. 37.2. 

It’s almost impossible that a long candle is not followed by a quick reaction in 
the opposite direction. 

Ultimately, these are the rules: When a candle begins to increase in height very 
quickly, that’s a Noah effect that is materializing and then it will be good to take an 
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Fig. 37.2 Dax. Source: Saxo Bank 


immediate position in the same direction (but always putting in the market, as usual, 
at least a stop-loss, but also a take profit). As soon as the candle gives signs of 
stopping its course, one has to close immediately the position and reverse it (e.g., if 
you are long one contract, you will sell two contracts. . .). At the same time you are 
going to cancel the stop loss that was placed at the beginning of the Noah effect, and 
then insert a new stop-loss (on the inverted position) at the very moment that you 
believe the market has reached the end of the candle (maximum if it was a white 
candle with a long position, or minimum if it was a black candle with a short 
position). 

Before moving to the convictions of Larry Williams on the explosions of 
volatility, in line with the Noah effect, we must warn, however, that it would be 
wrong to think that the lateral movements (the trading ranges) are not workable. 
Range trading is indeed a technique that many favor, because they think—with 
good reasons—that the Noah effects are normally very few and therefore waiting 
for them condemns to inaction. 
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Fig. 37.3 GBP/USD. Source: ProRealtime 


This line of reasoning is much more valid, because the trading ranges cover 
almost always over 70% of the time and are primarily seen—almost by definition— 
when volatility is permanently low. 

As you can see from the graph in Fig. 37.3 (GBP/SGD), when the Chaikin 
Volatility collapses, with a good probability the price starts to move in a trading 
range. 

The principal indicator used to go long and short in range trading is obviously 
the stochastic, say with parameters 17,9,3. 


Chapter 38 
Volatility Explosions 


We have said that the market bursts are among the most promising movements, but 
they are also much elusive, because they are often too fast to allow any consistent 
trading. 

The research of Larry Williams is focused almost entirely on this problem: are 
there techniques that allow for consistent fast trading on the basis of what happens 
in one or two bars alone? 

If you think a bit, this is an addition to traditional technical analysis, which 
almost never works on what happens in so few bars. 

Obviously, the search would be devoted to the identification of tall candles—the 
ones that allow one to make substantial profits—and to the warning signs of their arrival. 

More precisely, the paradigm that underlies the techniques of Larry Williams is 
that the trends are set in motion by what he calls the volatility explosions or 
volatility breakouts. Obviously, this applies both to upward trends and downward 
trends as well. 

Simply put: if the price has a violent surge (up or down), this, according to Larry 
Williams, is probably the beginning of a trend, and that’s the time to take a position, 
upward or downward. 

However, since most platforms have no real indicators of volatility, we will 
consider here in their place the ROC (rate of change) indicator, say at nine bars, 
which is nothing else than the percentage change in the closure of the current bar 
with respect to nine bars ago. 

It has the aspect as shown in Fig. 38.1 (lower window) and is obtained with the 
following script: 


// ROC indicator 


ROC1=100* (close-close[Lag1] ) /close[Lag1] 


return ROC1 coloured (255,0,0) as "ROC" 


// Default value of the variable Lag: 9 


//Renato Di Lorenzo, renato.dilorenzol@gmail.com 
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Fig. 38.2 Dax. Source: Saxo Bank 


Examining specific cases, then, it appears that, in a graph sampled at 15 min, 
when the ROC at nine bars drops in an unusual way, immediately after usually there 
is a surge in prices, as can be seen in Fig. 38.2. 

But when there is a huge rise in the ROC, there is a fall in prices shortly after, 
again on a 15 min basis rate. 

Perhaps, it is also the case to specify that a minimum or a maximum in the ROC 
is identified by a cusp. It is not enough—for example—that the ROC falls to —0.4% 
and then to —0.35% and then to —0.30%. . .it must fall to —0.4%, then to —0.35%, 
and then it has to go back, say, to +0.37%. 

The following problem rises in each case: when a violent movement can be 
classified as an explosion and when not? 
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Visual inspection can give in most cases quite a reliable answer. 

If we use the ROC at nine bars, for instance on the DAX sampled at 15 min (see 
the last figure), the rule of thumb turns out to be that when the cusp is formed above 
or below +0.4% to —0.4%, that is a signal to be considered. 

As said, one cannot help but proceed empirically to identify the range of the 
ROC to the outside of which one can think that there has been a true explosion of 
volatility. 

Let's go back to Larry Williams. 

His basic technique is quite simple. Remember that he applies it on daily charts 
and his aim is to understand if the next daily bar will be tall or not. This does not 
prevent a trader to quickly exploit this provision during the next daily bar with an 
intraday attitude. 

So, here is his protocol: 


* Measure the range of the bar just ended, that is measure the difference between 
the maximum and minimum and call it R(—1) = H(—1) — L(—1), where H and 
L are the usual high and low, and — 1 indicates that the measurement is made on 
the bar just ended. 

* Let P be a fixed percentage— based on experience—of this range R(— 1), which, 
if exceeded in the course of the next bar, is believed to represent an ongoing 
explosion of volatility. Larry uses values of P ranging from 50% to 140% 
depending on the security. So the threshold value which in the next bar will 
attract our attention is (P/100) x R(—1), a value which we call breakout 
volatility. 

* Observe then the opening O of the next bar and calculate the following two 
values: U = О + (P/100) x R(—1), and D = O—(P/100) x R(—1). In other 
words, add and subtract the volatility breakout to the opening of the new bar. 

* If during the current bar the price should exceed U on the upside, you should go 
long, and if it should exceed D on the downside you should go short, always 
protecting the position with a stop loss (needless to say). 


Therefore, this protocol provides a quantitative rule for deciding whether an 
effect is actually a Noah's one that is starting; in other words it replaces what we 
had left to the feeling of the traders by saying (remember?): when a candle begins to 
increase in height very quickly, that's probably a Noah effect that is taking place. 

Now we have a formula to decide. 

The price we pay to have some more certainty is the usual one: we are 
introducing some delay in the decision. 

Larry Williams does not give precise rules for dimensioning the stop, but 
sometimes says it is reasonable to subtract (in the case of a bullish position) or 
add (in the case of a bearish position) 5096 of R(— 1) to the price at which the current 
position was opened. 

The closure of the position, according to his protocol, will happen at the first 
profitable opening, taking into account fees. 
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In other words, if the next bar opens at a price that allows you to make a profit, 
whatever it may be, the position is closed immediately. If this does not happen on 
the next bar, one has to wait until it happens or until the stop loss is triggered. 

The basic technique of Larry Williams is all here. 

There are other considerations described in the books of him or about him or on 
the Internet, but what we have reported here is by and large all that is really 
relevant. 


Сһар{ег 39 
Third-Degree Interpolation 


It’s a few chapters that we stand with the following problem which would be 
essential for a fast trader: can one know, using a daily chart, how the next daily 
bar will be? 

It’s clear that, if there was a way to determine—for example—that the next 
candle will be black, and if that information were statistically reliable, in the course 
of the next session we could open short positions almost at the beginning of the 
session, greatly enhancing our chances of success. Recall that it is important for a 
fast trader to know what the underlying daily trend is, to avoid fighting against the 
trend. 

A quick way to evaluate what the underlying trend is consists in using a third- 
degree interpolation on an Excel spreadsheet. 

For example, download (see) from Yahoo! a year of daily data on an Excel 
spreadsheet and graph it, then click on the resulting zigzag line, and select from the 
dropdown menu Add Trendline/Polynomial/Order; then insert the number 3. Click 
then on the label Options and select Forecast/Future, and insert the number 5. 
Finally tap the OK button. 

The result is shown in Fig. 39.1 (this is for the Dax index). 

As you can see, the trend for the next five daily bars has all the air to be bearish. 

Taken alone, this does not mean that such a forecast is always accurate, but there 
15 no reason not to take it into account, along with other indications that attempt to 
solve the same problem, such as the techniques of Larry Williams just seen. If the 
two predictions agree. . .well, this may be a good indication. 
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Fig. 39.1 Interpolation 


Сһар{ег 40 
The Strategy of John Gilbert and Frederick 
Mosteller (G&M) 


Let’s make a play. 

You are given п numbers in sequence and you will win a prize only if you are 
able to choose the larger (or smaller) number in the entire sequence. Obviously you 
will have to make the choice while the numbers are shown and not at the end of the 
sequence, when you know the entire story. 

So you have to make a prediction based only on the partial sequence brought to 
your knowledge. 

The obvious problem is: when and how should you make a choice? 

If you do not have a strategy, the answer is that you have the same chance of 
doing well by stopping the sequence at any time. The probability of being correct is 
1/п (the number of favorable cases divided by the number of possible cases) 
whenever you stop the sequence. 

The strategy of Gilbert and Mosteller consists in letting m numbers pass, then 
choosing the first number greater (or smaller) than all those released until then. 

For example, a scalper, or a fast trader in general, should want to go short on the 
highest quote of the day, or long on the lower, but he does not know if that quote 
that he is seeing on the computer screen will turn out to be the day high or the day 
low. Then, if the John Gilbert and Frederick Mosteller (G&M) strategy is applied, 
he will wait to take a position until m bars have passed, he will take notes of what is 
the maximum (or minimum) price in those m bars, then he will go short on the first 
quote that is greater than the maximum, or will go long on the first quote that is 
lower than the minimum. 

Obviously, it is necessary to determine what is the optimal value for m, provided 
it exists. 

Gilbert and Mosteller give a (surprising) mathematical (therefore rigorous) 
answer to this question: the best time to make the choice is when the 36.7879% 
of the total numbers are passed. 

Here’s an example: an intraday session lasts, say, 8 h, beginning at 9:30 a.m., 
and is observed through a 15-min bars sampling. Our scalper, to estimate what 
would be the maximum or minimum of the session will be looking calmly to about 
37% of the total bars of the session, then he will go short on the new maximum or 
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Table 40.1 G&M Start of the session (h) 9.00 
Minutes 30.00 
Duration of the session (h) 8 
Each bar lasts (min) 15 
Bars/session 32 
Start choosing at bar no. 11.77 
Le. at hours 2.00 
Le. at minutes 56.58 
Start choosing at 12:26 p.m. 


minimum that will emerge, because those two quotes have a good chance of being 
two peaks for the entire session. 

An example of counts is presented in Table 40.1 (see the spreadsheet G&M). 

The scalper then will not move until 12:26 p.m., after which, as mentioned, he 
will go short (long) on the first quote that is higher (lower) of the maximum 
(minimum) scored from 9:30 a.m. to 12:26 p.m. 

Obviously our scalper will prefer to wait for a maximum if at 12:26 p.m. the slow 
stochastic 17,9,3 will be overbought and perhaps still growing, and he will choose 
to wait for a minimum if conversely the slow stochastic 17,9,3 will be oversold and 
perhaps still decreasing. 

The strategy obviously applies to any time frame, not necessarily a single day. 
For example, if one starts doing scalping using 1 min bars, and plans to do so for an 
hour, he has 60 bars available, and therefore he must make a decision only after 
60 x 0.367879 = 22 min after the start, which is also a psychologically reasonable 
lapse of time to adapt to the climate of the session. 


Chapter 41 
Swans 


As we have said many times, for fast traders it is very important to be able to have a 
clear idea—wherever possible—about the eventual happening of a Noah effect (or 
call it a burst in volatility, or whatever), because it is on those happenings that one 
normally makes much money. 

Let us now see the problem from another point of view. 

We shall use the Heikin Ashi graph, with HaOpen, HeHigh, HaLow HaClose 
instead of the usual Open, High, Low, and Close. 

We will take a note of the maximum value at five bars of HaHigh (and we will 
call it HaH max) and of the minimum value, at five bars, of HaLow (and we will call 
it HAL min)! (Table 41.1). 

Whenever HaHigh exceeds HaH max, we say it is a green swan that has 
appeared, and if HaLow is less than min HaL min, we say it is a red swan that 
has appeared (see Table 41.2). 

Our swans are therefore breakouts calculated on a five bars Heikin Ashi chart. 

Like everything in the financial market, the swans also tend not to form an 
alternating pattern, but to cluster (in flocks) (Figs. 41.1 and 41.2). 

Note that this happens also when there is a clear price trend, as in this case: see in 
fact the zigzag graph of the price shown in Fig. 41.3 (for the record this is the daily 
Dax between late November 2008 and early April 2010). 

Now, we want to know how many bars the flocks of swans on average do 
occupy... how extended they are, so to speak. 

The interest is obvious, because usually those who practice fast trading, as said, 
can make much money on violent movements, which are precisely the ones marked 
by the appearance of the swans, but if these violent movements should be too 
short... one cannot take advantage of them. 


"See the spreadsheet Swans. 
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Table 41.1 Swans 

HaOpen HaHigh HaLow HaClose HaH max HaL min 
4,167.71 4,579.07 4,154.55 4,554.33 

4,361.02 4,693.10 4,361.02 4,557.67 

4,460.72 4,612.22 4,423.67 4,531.24 

4,510.61 4,682.91 4,510.61 4,633.44 

4,587.94 4,703.67 4,566.84 4,651.59 

4,628.69 4,667.91 4,367.92 4,520.94 4,703.67 4,154.55 
4,511.74 4,572.18 4,304.03 4,439.28 4,703.67 4,361.02 
4,521.77 4,602.88 4,377.63 4,514.16 4,703.67 4,304.03 
4,544.50 4,732.93 4,491.86 4,587.25 4,703.67 4,304.03 
4,554.37 4,554.37 4,321.64 4,440.75 4,732.93 4,304.03 
4,467.92 4,775.71 4,467.92 4,647.33 4,732.93 4,304.03 
4,591.90 4,850.39 4,591.90 4,731.32 4,775.71 4,304.03 
4,685.50 4,839.14 4,685.50 4,799.35 4,850.39 4,321.64 
4,745.19 4,822.21 4,710.04 4,772.75 4,850.39 4,321.64 
Table 41.2 Swans 

HaH max HaL min Green Red 
4,703.67 4,154.55 0 0 
4,703.67 4,361.02 0 1 
4,703.67 4,304.03 0 0 
4,703.67 4,304.03 1 0 
4,732.93 4,304.03 0 0 
4,732.93 4,304.03 1 0 
4,775.71 4,304.03 1 0 
4,850.39 4,321.64 0 0 
4,850.39 4,321.64 0 0 
4,850.39 4,321.64 0 0 


Green 


Fig. 41.1 Swans 
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Fig. 41.3 Price graph 


It is therefore necessary to count the bars occupied by the flocks of swans, and 
for the sake of completeness to count also the bars where the swans are not present 
(Table 41.3). 

The result is that the durations of red and green flocks have a characteristic 
sawtooth pattern (Figs. 41.4—41.7). 

As you can see, the appearance of a flock of swans is a relatively rarer event than 
their absence, and that's what makes these events so precious. 
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Table 41.3 Swans 


a b с а 
Green absent Red absent Green present Red present 
1 1 0 0 
2 0 0 1 
3 1 0 0 
0 2 1 0 
1 3 0 0 
0 4 1 0 
1 5 2 0 
2 6 0 0 
3 7 0 0 
4 8 0 0 
5 9 0 0 
6 10 0 0 
7 11 0 0 
8 12 0 0 
0 13 1 0 
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Fig. 41.4 Swans 


Another thing we observe is the fact that the graphs of the red swans and those of 
the green ones—be they present or absent—are quite similar, so those who practice 
fast trading have no reason to prefer bursts of volatility that are bullish or bearish. 

Now we want to have a statistical idea of how much is the maximum and the 
minimum value that we can expect for these different lengths of flocks in the future, 
and we apply the usual statistical formula already mentioned and that is found in all 
the manuals on the subject: 
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Fig. 41.6 Swans 
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Fig. 41.7 Swans 


Table 41.4 Swans 


тах а тах b тах с тах 4 
6.3 10.0 2.4 2.4 
mina min b min c min d 
5.3 8.5 2.1 2.1 


Table 41.5 Swans 
a b с а 


Green absent Red absent Gren present Red present 


In our case we find as that presented in Table 41.4, recalling that a, b, c, d are as 
shown in Table 41.5. 

Therefore, with these data in a future not too far away from the time of writing, 
we can expect on the Dax index that a flock of green swans—making it an excellent 
opportunity for upward fast trading—will last about 2 days with a probability of 
99%, while we can expect that the period without green swans, with equal proba- 
bility, may last 5—6 days. You will notice that this result is not exactly what we 
would expect in a period of upward trend, where the green swan-free period might 
be expected shorter. 

The same applies, mutatis mutandis, to the red swans, except for the fact that the 
period without red swans may last a little longer: 8 days or so. 

Ultimately we can conclude with the following protocol: when a flock of green 
swans is flying, we can expect its duration to be about 2 days during which we will 
take mostly long positions. Then, in the 5—6 days that follow, we can expect the 
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arrival of a flock of red swans also lasting about 2 days, during which we will 
assume short positions instead. The start is signaled when the first red swan is 
detected. After completing the 2 days series of red swans, we can expect the first 
green swan and then, after other 2 days, another new red swan and so on. 

Remember that one of the most common mistakes made by beginners is to 
stubbornly trade at all costs every day. 

Not so: there are days of low volatility which are not really suitable for fast 
trading, and one in some way should also be able to abstain, because trading in a 
low volatility session serves only to continually having the stops captured, continu- 
ally losing in this way commissions and bid/ask spreads. 


Chapter 42 
RSID (RSI Detrended) 


This is a rather old method that is also found on the Internet, created by Walt 
Bressert,' and that deserves to be studied and maybe updated. 

In its original formulation it is classified as a swing trading method, but there is 
no reason not to study it independently of the trading style. 

The starting point is known: the weekly charts give a better indication than the 
daily ones about the underlying trend of the market, and this is also useful for those 
who work with an intraday style. In fact it is important, as we have repeatedly 
stated, to have knowledge of the underlying trend even if you trade very quickly, 
because it’s always advisable not to go against the main trend. 

So Bressert’s original idea was to build a sort of inverted pyramid of indicators 
(RSI, in his case), starting from the longer time frame, and decreasing it as long as 
one goes down along the inverted pyramid toward the apex. 

Let’s see how it works. 

Recall first the formula of the RSI indicator. For the creation of this oscillator, it 
is necessary to establish just a single parameter: the number X of bars on which it 
has to be calculated. John Wells Wilder, who conceived it in 1978, recommended 
the use of 14 bars, but it is not a dogma. 

The formula is as follows: 


where U is the average of the up closes on X bars and D is the average of the down 
closes on X bars. 

Therefore, to calculate U one must add the closes of the up days divided by X, 
and to calculate D one must add the closes of the down days divided by X. 


г http://www.walterbressert.com/. 
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Table 42.1 RSI 


X 14 

Bar Counts (%) Close UP Down U D RSI 
1 10.00 

2 —0.19 998 — 9.98 

3 0.29 10.01 10.01 - 

4 —0.12 10.00 - 10.00 

5 —0.21 9.98 — 9.98 

6 —0.08 9.97 – 9.97 

7 —0.12 9.96 - 9.96 

8 —0.10 9.95 — 9.95 

9 —0.04 9.94 — 9.94 

10 0.24 9.97 9.97 - 

11 0.27 9.99 9.99 - 

12 0.07 10.00 10.00 - 

13 0.28 10.03 10.03 - 

14 0.26 10.06 10.06 - 

15  —0.10 10.05 - 10.05 4.29 5.70 42.94 


For example,” see Table 42.1. 

In fact, 4.29 is the sum of the numbers in column UP divided by 14...and so 
forth. 

Hence, in the table the value of the RSI is 42.94, and it is easy to convince 
oneself that it always oscillates between 0 and 100. In fact, if all the closures were 
upward, then D = 0 and RSI = 100, while if all the closures were downward, then 
U = 0 and RSI = 0. 

We now calculate the RSI on 17 bars (17 is one of the Sam numbers mentioned 
in another chapter of this book) instead of 14. 

The oscillator chart and the price chart have, for example, the aspect as shown in 
Fig. 42.1. 

The RSI is then made more readable by adding an EMA (see) at five bars. An 
example is shown in Fig. 42.2. 

This new oscillator can be indicated by CSR-17,5. 

Now, as it is said, we shall de-trend CSR-17,5 by further smoothing it with a 
five-bar EMA and then subtracting the result from the same CSR-17,5. 

The end result looks like as shown in Fig. 42.3. 

As you can see, the de-trended RSI, that we might call RSID, does not lose 
anything in timeliness with respect to RSI, but it amplifies the movements, making 
them more readable and more smooth, less hysterical so to say. 

When the RSID in the figure drops below three, a rise in prices is preparing, and 
when it goes above three, the market is getting ready to fall. We are always talking 
about rises and falls short term, suitable for fast trading, not of primary trends. 

Normally, when RSID turns upward, making it plausible a long position, one 
should better wait the next bar; if the next bar would exceed the high of the previous 


? See the spreadsheet RSID. 
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bar, then one could go actually long. Conversely, when RSID turns downward, 
making it plausible a short position, one should wait for the next bar and if it would 
fall below the minimum of the previous bar then one could actually go short. 

At this point, the original recommendations of Walt Bressert indicated as 
appropriate the use of what we have called RSID (after a little modifying it) on a 
weekly chart, then use it simultaneously on a daily chart and on an intraday chart, 
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say with each bar lasting 15 min. And this is the inverted pyramid structure I 
mentioned at the beginning. 

The decisions in the philosophy of Walt Bressert must be taken on intraday 
charts, but are influenced by the situation on the other two graphs. 

If you think about it, this philosophy is in accord with a famous thought of Dow, 
who wanted to take a position only when all the indicators he used, agreed. 

Even this protocol then seems reasonable for the fast trader, and worth at least to 
be tested. 


Сһар{ег 43 
The Pristine Method 


This is also a fairly old method to be found in the Internet that deserves to be 
revisited and, maybe, refined. 

The criteria used to trade in this method are few and very simple. 

A situation, called Key Pristine Buy Setup, triggers the attention of the trader 
who follow this method, and such a situation is as follows: 


* The security shows three consecutive daily candles with maximums and 
minimums progressively decreasing. 

* The body of the candles is black (1.е., each close is lower than the corresponding 
open). 

* There is no reason not to believe that there is also a Key Pristine Sell Setup— 
given the symmetry of the markets—i.e., the following: 


— The security shows three consecutive daily candles with maximums and 
minimums progressively increasing. 

— The body of the candles is white (ie., each close is higher than the 
corresponding open). 


The follower of this method, therefore, on the fourth day will start trading 
intraday with a sampling, for example, of 15 min, and, in the case of a Key Pristine 
Buy Setup: 


* He will buy when the price rises above the previous day's high, or 

* When the price rises above the maximum of the first 30 min of exchanges. 

* The stop loss, however is determined (for instance, using the ATR or otherwise), 
will take as a reference the low of the day or that of the previous day depending 
on whichever is the lowest. 


http://www. pristine.com/Welcome/PristineMethod.aspx 
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* The stop loss is increased (thus becoming a trailing stop) and positioned below 
the new minimum of the day until the goal of profit set in advance has been 
achieved, or until the price forms a clear figure of reversal (as a double top) or 
until it forms a gap up. 


In the case of a Key Pristine Sell Setup one operates in a symmetrical manner, 
but for simplicity we continue with the analysis of the Key Pristine Buy Setup case. 

Also according to the followers of this method, the buy signal explained above is 
even more powerful if, after the third bar, a fourth bar shows which is а NRD, i.e., а 
so called narrow range day. We have a NRD bar if the distance between the high 
and the low of the bar is much lower than the average distance—calculated in the 
same way—of the three bars that precede it. 

Finally, the signal is classified as very powerful if on the third bar there is a surge 
in volumes. 

That’s it. 

We will return later to the ideas of this method when we will introduce the 
Donkey protocol of trading, but in the meanwhile we must mention the fact that 
there are many other similar rules, such as those suggested by Cathy Lien for the 
Forex': 


* Wait seven weak candles in a row, i.e., seven closures lower than the previous 
ones. 

* Buy at the open on the next bar. 

* Puta stop at the minimum of the seventh bar minus ten pips. 

* The first target consists of an amount equal to the loss that we are in danger to 
suffer; when such a stop is reached, move it in our favor of another half of what 
we were initially risking. 

* The second target is three times what we were initially risking. 

Obviously, everything is reversed upside down for short positions. 


You may have noticed that Cathy Lien uses two levels of take profit as in our 
protocol, although she uses different amounts. 


! Lien K, The insider's guide to Forex trading. Marketplace Books. 


Chapter 44 
Donkey 


The Donkey spreadsheet provides a test for the ability to make profits of the Pristine 
Method (a little revised) in the long-only version—i.e., the version that takes just 
long positions—and it is a real trading system for everybody. 

The data used in Table 44.1 are those of the Dax future. 

Looking at the spreadsheet, you will quickly realize that it has even been 
abolished the demand that the maximum and the minimum of the three black 
candles be decreasing, and the stop loss and the take profit have not even been 
used. This was so to avoid buy signals that are too few. We required simply that 
there is a sequence of three consecutive black candles to trigger the buy signal. 

The test consists just in making sure that every time one has received a buy 
signal, the day after it has been possible to make a profit by buying at the opening 
and selling at the highest of the day. On one hand, so, we are talking about a 
fantastic trader, because he is able to spot exactly the maximum of the day, but on 
the other hand, we want to ascertain whether the method has potential to make 
profits or not. 

As regards the attempt to spot the maximum of the session, we have already 
addressed this problem speaking of the method by Gilbert and Mosteller. 

As you can see from the Donkey spreadsheet, the total profit over the period in 
the example was positive about 1,000 points (Table 44.2). 

If one had used a CFD with a 2.596 margin, the profit potential would have been 
almost 800%. 

Figure 44.1 shows the very good performance of the equity line. 

We may also admit that the trader is far from perfect, and that in spotting the 
maximum of the session, he makes a mistake amounting to 75%. 

The result is still very good (Table 44.3) with a performance of the equity line 
always very regular (Fig. 44.2). 

The above results were obtained on the Dax in a bull environment (Fig. 44.3). 

Since the method used just goes long, one may suspect that the result is partial. 
So in Fig. 44.4, it is shown the Ftse Mib Index from November 2009 to June 2010 in 
a decidedly bearish environment. 
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Table 44.1 Donkey 


Donkey 

P&L 1 tot. 
Titolo: Dax 30 2034.45 
Date Open High Low Close Black Pristine Buy P&L1 


11/24/2008 4,167.71 4,579.07 4,154.55 4,554.33 
11/25/2008 4,521.85 4,693.1 4,455.3 4,560.42 
11/26/2008 4,528.55 4,612.22 4,423.67 4,560.5 

11/27/2008 4,596.4 4,682.91 4,589.16 4,665.27 
11/28/2008 4,666.41 4,703.67 4,566.84 4,669.44 
12/1/2008 4,653.12 4,667.91 4,367.92 4,394.79 
12/2/2008 4,349.13 4,572.18 4,304.03 4,531.79 
12/3/2008 4,508.88 4,602.88 4,377.63 4,567.24 
12/4/2008 4,559.98 4,732.93 4,491.86 4,564.23 
12/5/2008 4,5292 4,5307 4,321.64 4,381.47 
12/8/2008 4,548.87 4,775.71 4,548.87 4,715.88 
12/9/2008 4,673.52 4,850.39 4,622.24 4,779.11 
12/10/2008 4,810.48 4,839.14 4,742.9 4,804.88 
12/11/2008 4,791.56 4,822.21 4,710.04 4,767.2 

12/12/2008 4,660.05 4,699.06 4,521.52 4,663.37 
12/15/2008 4,718.39 4,773.32 4,627.46 4,654.82 
12/16/2008 4,663.36 4,758.27 4,655.87 4,729.91 
12/17/2008 4,768.71 4,784.41 4,639.17 4,708.38 
12/18/2008 4,730.1 4,784.72 4,715.82 4,756.4 

12/19/2008 4,720.88 4,785.32 4,647.13 4,696.7 

12/22/2008 4,693.66 4,701.11 4,575.52 4,639.02 
12/23/2008 4,633.47 4,718.6 4,622.97 4,629.38 
12/24/2008 4,629.38 4,629.38 4,629.38 4,629.38 
12/26/2008 4,629.38 4,629.38 4,629.38 4,629.38 
12/29/2008 4,660.17 4,732.85 4,655.91 4,704.86 
12/30/2008 4,754.22 4,810.41 4,754.22 4,810.2 

1/2/2009 4,856.85 4,974.73 4,838.49 4,973.07 
1/5/2009 5,010.18 5,034.85 4,949.36 4,983.99 
1/6/2009 4,992.67 5,111.02 4,960.21 5,026.31 
1/7/2009 5,008.62 5,010.97 4,914.22 4,937.47 
1/8/2009 4,897.16 4,917.62 4,820.08 4,879.91 
1/9/2009 4,891.58 4,932.66 4,743.97 4,783.89 
1/12/2009 4,765.38 4,791.96 4,708.5 4,719.62 
1/13/2009 4,704.51 4,704.51 4,596.49 4,636.94 
1/14/2009 4,661.84 4,670.84 4,379.88 4,422.35 
1/15/2009 4,434.22 4,451.32 4295.76 4336.73 
1/16/2009 4,395.79 4,474.86 4357.82 4366.28 
1/19/2009 4,409.88 4,452.57 4249.91 4316.14 
1/20/2009 4,297.42 4,382.11 4,222.76 4,239.85 
1/21/2009 4,208.19 4,313.69 4,140.26 4,261.15 


4,62 


ооо со 


© 


4,765.38 0 

4,704.51 | —60.87 
4,661.84 | —33.67 
4,434.22 —210.52 
4,395.79 40.64 
4,409.88 56.78 
4,297.42 —2T.TI 
4,208.19 16.27 


ннен—ненееныы-—_-ан-«оеоноо о р ,нвннонононноонооо,оносоосо> 
ее Жы. RR RP rR rr CoO но +с$3о$<-э-е 


1/22/2009 4,313.36 4,368.47 4,197.02 4,219.42 0 160.28 
1/23/2009 4,204 4,222.01 4,067.43 4,178.94 0 0 
1/26/2000 4,165.71 4,371.52 4,145.12 4,326.87 0 0 
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Table 44.2 Donkey 
P&L | tot. Success rate Return Days Annual return Margin Real yield 
992.39 100% 19.8% 401 18% 2.5% 791% 


Fig. 44.1 Donkey equity line 


Table 44.3 Donkey 
P&L 1 tot. Tasso di successo Rendimento gg rend/anno margine rend. eff. 
744.29 75% 14.8% 401 13% 2.5% 593% 


Fig. 44.2 Donkey equity line 
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Fig. 44.3 Donkey 


Fig. 44.4 Price graph 


And the results of Donkey in this environment! are presented in Table 44.4, with 


the equity line as shown in Fig. 44.5. 

So there is not a big difference in yield in the two cases. To be precise, in these 
two examples the return of Donkey would be even better in a bearish than in a 
bullish environment. 


! See the spreadsheet Donkey 1. 
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Table 44.4 Donkey 
P&L 1 tot. Tasso di successo Rendimento gg rend/anno margine rend. eff. 
4,889.86 75% 22.2% 219 37% 2.5% 888% 


Fig. 44.5 Donkey equity line 


Сһар{ег 45 
Conclusion 


In this book, as in other books of my own, the ride has been long. 

We passed through beautiful landscapes, and, at every turn, dangers and lurking 
monsters were encountered, almost always completely unexpected: a kind of travel 
of the Indiana Jones type. But just like Indiana Jones, we have shown to exist a 
(sometimes) unexpected insight and determination to deal with them. We some- 
times literally invented the solutions that at first sight seemed very unlikely and that 
instead have proven satisfactory. 

I hope you have especially enjoyed the fact that we have (almost) never given a 
solution without showing, with actual (or backtesting) data, that it worked 
acceptably. 

Be very careful: do not ever adopt solutions for which those who offer them are 
not able to show at least a vague convincing validation. But stay also away from 
those who say “yes, everything works on paper, but in reality. . .," because they are 
almost always losers. What has happened to them is simple: they have read the 
protocols but they do not have applied all of them. . . (the most basic case? the use— 
i.e., nonuse—of the stop-loss). They have lost money doing so. Therefore they 
conclude that the protocols do not work, but in fact they are the ones that made them 
not work. 

The reality is that there is (almost) no difference between paper trading (1.е., 
trading without real money) and true trading: if you invoke psychological factors 
that come into play in real trading, you simply are saying that every time you have 
to apply a protocol, instead of applying it, you start thinking, and this is exactly the 
error. The protocols should be studied in detail before their adoption, but once they 
are adopted they have to be applied, at least until it is clear that they need to be 
changed. 

Pay attention to the forums and blogs as well, because they are frequented 
mostly by guys who bet on the upside or the downside of a security in the next 
couple of hours or days, but mostly without knowing why, only by invoking rules of 
technical analysis that more often than not should be applied in a different way. 
Take a ride on the larger forums, those that should be the most qualified, and you 
will realize immediately how poor is the type of attendance. 
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Almost the same warnings should be used with respect to the opinions of the 
many experts: bankers, businessmen, managers, journalists, etc. History has shown 
how often either the ignorance or the private interests prevail in their opinions. Do 
not give them much credit. You risk being confused by bullshit. 

You will conclude, I hope, that it is better to spend time studying the cards 
yourself. 

Well, I have nothing to add (for now). 

My usual good luck to everybody and... keep in touch! 


